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United States ffinurt of Appeals 

For the District of Columbia 


Palm Beach Trust Company, 

Petitioner, 
v. 

Commissioner of Internal Revenue, 

Respondent . 


BRIEF FOR PETITIONER 

Jurisdictional Statement. 

This is a proceeding for review by the United States 
Court of Appeals for the District of Columbia of a deci¬ 
sion of The Tax Court of the United States (hereinafter 
referred to as “the Tax Court”) entered January 6, 1948 
(App. 26a), redetermining a personal holding company 
surtax deficiency and a delinquency penalty for the calen¬ 
dar year 1941 (hereinafter referred to as “1941”) in the 
respective amounts of $5,491.57 and $1,372.89. 

The petitioner did not file a personal holding company 
tax return for 1941. (App. 13a.) On August 11,1945, the 
respondent mailed to the petitioner a deficiency notice de¬ 
termining a personal holding company surtax deficiency 
and a delinquency penalty for 1941 in the respective 
amounts of $9,912.96 and $2,478.24. (App. 6a-8a.) A peti¬ 
tion for redetermination of said deficiency and penalty was 
filed with the Tax Court on November 8, 1945. (App. 
la-8a.) The respondent filed his answer to said petition 
on December 4,1945. (App. 9a, 10a.) On March 31, 1947, 
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a hearing was held in New York, New York, before the 
Honorable Clarence V. Opper, a Judge of the Tax Court. 
The Tax Court promulgated its report on November 28, 
1947 (9 T. C. 1060), and on January 6,1948, it entered its 
decision redetermining a personal holding company surtax 
deficiency and a delinquency penalty for 1941 in the re¬ 
spective amounts of $5,491.57 and $1,372.89. (App. 12a- 
26a.) 

The petition for review herein was filed on March 29, 
1948. (App. 34a-38a.) Jurisdiction by this Court to re¬ 
view said decision of the Tax Court is vested in this Court 
by section 1141(a) and (b)(1) of the Internal Revenue 
Code (U. S. C., Title 26, §1141). 

Statement of the Case. 

The petitioner filed its corporation income and declared 
value excess-profits tax return for 1941 with the Collector 
of Internal Revenue for the District of Florida. The peti¬ 
tioner did not file a personal holding company return for 
the calendar year 1941. The petitioner’s books of account 
have always been kept on the cash receipts and disburse¬ 
ments basis. (App. 12a, 13a.) 

The petitioner was incorporated on May 25, 1929, as a 
trust company under the laws of the State of Florida, with 
all the rights, powers, and privileges granted and con¬ 
ferred by the trust laws of that state regulating the organi¬ 
zation, powers, and management of trust companies, except 
those powers relating to title insurance and receiving 
money on deposit subject to check. (App. 13a.) 

The petitioner’s capital stqck consisted of 1,000 shares 
of the par value of $100 per share, for which the sub¬ 
scribers paid $150 per share. The capital stock of the 
petitioner was owned during 1941, as follows: 
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Number of 

Name of Stockholder Shares Owned 

John S. Phipps, President of peti¬ 
tioner . 175 

Henry C. Phipps, Vice-President 

of petitioner. 200 

Howard Phipps, Vice-President of 

petitioner . 200 

David T. Layman, Jr., Secretary 
and Treasurer of petitioner .... 15 

R. C. Alley.. 10 

Henry B. Martin Trust. 50 

Townsend B. Martin Trust. 50 

Esmond B. Martin Trust. 50 

Alastair B. Martin Trust. 50 

Amy Guest..'. 200 


Total . 1,000 (App. 13a.) 

A certificate of authority to commence the business of 
a trust company was granted to the petitioner by the 
Comptroller of the State of Florida under date of Septem¬ 
ber 22, 1930. The certificate states: 

It being expressly understood that this certifi¬ 
cate of authority does not extend to a general 

BANKING BUSINESS, NEITHER DOES IT INCLUDE THE AC¬ 
CEPTANCE OF TRUST BUSINESS FROM INDIVIDUALS, PART¬ 
NERSHIPS AND CORPORATIONS OTHER THAN THOSE WHO 
MAY BE STOCKHOLDERS OF THE COMPANY. (App. 13a, 

14a.) 

This certificate of authority was replaced by an 
amended certificate of authority under date of March 2, 
1937, which provided that “the Palm Beach Trust Com¬ 
pany of Palm Beach in the County of Palm Beach and the 
State of Florida, is authorized to commence the business 
of a Trust Company (without title insurance powers) under 
the name above given with a capital stock of one hundred 
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thousand dollars. It being expressly understood that this 
amended Certificate of Authority does not extend to a 
general banking business, as provided for in Paragraph 
17, of Section 6126, Compiled General Laws of Florida.” 
(App. 14a.) 

During 1941 the petitioner was subjected to supervision 
and examination by the authority of the State of Florida 
having supervision over banking institutions. In reply to 
an inquiry from the State Auditor, the petitioner on Janu¬ 
ary 4, 1941, advised that as of December 31, 1940, it had 
deposited $50,000 face amount of Palm Beach County bonds 
and $50,000 cash with the State Treasurer; and that the 
deposit represented 25 per cent of its paid-in capital. The 
Comptroller’s office of the State of Florida made examina¬ 
tions of the petitioner as of the close of business June 30, 
1941, and December 13,1941. Formal reports thereon were 
filed. (App. 14a.) 

During the years 1937 to 1944, inclusive, the petitioner 
declared itself trustee and acted as trustee of various 
mortgages on Florida real estate for the benefit of various 
holders of trust certificates. The declarations of trust 
were evidenced by written trust agreements and trust cer¬ 
tificates executed by the petitioner. It was generally pro¬ 
vided in the trust agreements that “The reasonable fees 
and expenses of the trustee shall be paid pro-rata by the 
owners of the certificates of beneficial interest herein and 
the amount thereof may be withheld and applied to pay¬ 
ment thereof from any moneys or property collected or 
received by it in the performance of its functions here¬ 
under.” (App. 14a, 21a (footnote), 29a (paragraph 15 and 
Exh. 16-P referred to therein).) 

The petitioner maintained a journal and a ledger in 
which it recorded the transactions relating to the mort¬ 
gages of which it had declared itself trustee. (App. 15a.) 

The petitioner regularly prepared and transmitted to 
the mortgagors bills for interest and principal as the same 
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became due with respect to the mortgages. The unpaid 
principal with respect to the mortgages as of January 1, 
1941, amounted to approximately $300,000. (App. 15a.) 

During 1941 the petitioner made approximately 50 col¬ 
lections aggregating approximately $90,000 on account of 
principal and interest with respect to the mortgages, and 
remitted these collections promptly to the beneficiaries 
named in the trust instruments, but rendered no bill and 
received no income for these services. Its officers received 
no salary in 1941, and the petitioner did not receive any 
deposits from the general public. (App. 15a.) 

The beneficiaries of the trusts which the petitioner 
administered during 1941 were for the most part children 
and grandchildren of two of the petitioner’s principal 
stockholders. Approximately 13 per cent of the mortgages 
which the petitioner held in trust was held for Henry C. 
Phipps, Amy Guest, and Molly Phipps (wife of Michael 
G. Phipps, who is the son of John S. Phipps), and the 
balance of the mortgages which the petitioner held in trust 
was held for Bessemer Trust Company, which trust com¬ 
pany was trustee for the following named individuals: 

John E. Phipps (grandson of John S. Phipps) 
Margaret Douglas (daughter of John S. Phipps) 
Michael G. Phipps (son of John S. Phipps) 

Hubert B. Phipps (son of John S. Phipps) 

Molly Phipps (wife of Michael G. Phipps, who is the 
son of John S. Phipps) 

Sonia Phipps Farrell (daughter of Henry C. Phipps) 
Dita Gordon Douglas (granddaughter of John S. 
Phipps) 

Audrey Phipps Holden (daughter of Henry C. Phipps) 
Barbara Phipps Janney (daughter of Henry C. 
Phipps) 

(App. 15a, 16a.) 


John S. Phipps, Henry C. Phipps, and Howard Phipps 
were the principal organizers of the petitioner. They were 
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the owners of more than 50 per cent of the stock. They 
were the controlling members of the board of directors and 
were the president and vice-presidents, respectively, of the 
petitioner. The petitioner in 1941 had made no disposi¬ 
tion of its income since its organization and had paid no 
dividends. (App. 16a.) 

The income of the petitioner in the year 1941 was de¬ 
rived from the following sources: 

Interest on loans, notes, mort¬ 
gages, bonds, bank deposits, 

etc.$ 2,058.75 

Gains on sales of securities (in¬ 
cluding gain on sale of Miami 

2 per cent certificates. 12,534.70 

Dividends . 618.75 


Total.$15,212.20 (App. 16a.) 


Statutes Involved. 

The relevant provisions of the Internal Revenue Code, 
U. S. C., Title 26 (hereinafter referred to as the Code), 
are as follows: 

“Sec. 501. Definition of Personal Holding Com¬ 
pany. 

# • • 

(b) Exceptions .—The term ‘personal holding 

company’ does not include— 

• • .• 

(2) A bank as defined in section 104.” 

“Sec. 104. Banks and Trust Companies. 

(a) Definition .—As used in this section the term 
.‘bank’means a • • • trust company incorporated 
and doing business under the laws • • • of any 
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State, • • • a substantial part of the business of 
which consists * • • of exercising fiduciary powers 
similar to those permitted to national banks under 
section 11 (k) of the Federal Reserve Act, 38 Stat. 
262 (U. S. C., Title 12, § 248k), as amended, and 
which is subject by law to supervision and exami¬ 
nation by State • • • authority having supervision 
over banking institutions.” 

“Sec. 508. Administrative Provisions. 

All provisions of law (including penalties) ap¬ 
plicable in respect of the taxes imposed by chapter 1, 
shall insofar as not inconsistent with this subchapter 
[subchapter A of chapter 2], be applicable in respect 
of the tax imposed by this subchapter, except that 
the provisions of section 131 shall not be applicable.” 

“Sec. 291. Failure to File Return. 

(a) In case of any failure to make and file return 
required by this chapter, within the time prescribed 
by law or prescribed by the Commissioner in pur¬ 
suance of law, unless it is shown that such failure 
is due to reasonable cause and not due to willful 
neglect, there shall be added to the tax: • * * not 
exceeding 25 per centum • • *.” 

“Sec. 1141. Courts of Review. 

(a) Jurisdiction .—The Circuit Courts of Appeals 
and the United States Court of Appeals for the Dis¬ 
trict of Columbia shall have exclusive jurisdiction 
to review the decisions of the Board, except as pro¬ 
vided in section 239 of the Judicial Code, as amended, 
43 Stat. 938 (U. S. C., Title 28, §346); and the 
judgment of any such court shall be final, except that 
it shall be subject to review by the Supreme Court 
of the United States upon certiorari, in the manner 
provided in section 240 of the Judicial Code, as 
amended, 43 Stat. 938 (U. S. C., Title 28, §347). 
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(b) Venue .— 

(1) In general .—Except as provided in para¬ 
graph 2, such decisions may be reviewed by the 
Circuit Court of Appeals for the circuit in which 
is located the collector’s office to which was made 
the return of the tax in respect of which the lia¬ 
bility arises or, if no return was made, then by the 
United States Court of Appeals for the District 
of Columbia.” 

Other relevant statutes are: 

Federal Reserve Act, section 11; 38 Stat. 262; U. S. C., 
Title 12, §248: 

“Enumerated powers. 

The Board of Governors of the Federal Reserve 
System shall be authorized and empowered: 


(k) To grant by special permit to national banks 
applying therefor, when not in contravention of 
State or local law, the right to act as trustee, execu¬ 
tor, administrator, registrar of stocks and bonds, 
guardian of estates, assignee, receiver, committee of 
estates of lunatics, or in any other fiduciary capacity 
in which State banks, trust companies, or other cor¬ 
porations which come into competition with national 
banks are permitted to act under the laws of the 
State in which the national bank is located. 

• • • • • 


Florida Statutes Annotated, Title 36, §655.01: 

“• • * the capital stock of any trust company 
hereafter organized under the terms of this article 
shall not be less than one hundred thousand dollars, 
and shall be divided into shares of one hundred dol¬ 
lars each, all of which, together with a paid in surplus 
of not less than fifty thousand dollars shall be paid 
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in cash before any such trust company shall be 
authorized to transact any other business than such 
as relates to its formation and organization, and such 
payment shall be certified to the comptroller of the 
State of Florida, under oath by the president and 
treasurer or secretary of the trust company • * V’ 

Florida Statutes Annotated, Title 36, § 655.03: 

“Every trust company organized under and in 
pursuance of this chapter shall have power: 


(8) To take, accept and execute any and all such 
legal trusts, duties and powers in regard to the 
holding, management and disposition of any estate, 
real or personal, and the rents and profits thereof, 
or the sale thereof, as may be granted or confided 
to it by any court of record, or by any person, cor¬ 
poration, municipal or other authority, and it shall 
be accountable to all parties in interest for the 
faithful discharge of every such trust, duty or power 
which it may so accept. 


(16) Generally to execute trusts of every descrip¬ 
tion not inconsistent with the laws of this state or 
of the United States.” 

Statement of Points. 

1. The Tax Court erred in holding that the petitioner 
was not a bank as that term is defined in Code section 
104(a), and, therefore, that the petitioner was not excluded 
by Code section 501(b) from classification as a personal 
holding company. 

2. The Tax Court erred in holding that the petitioner’s 
failure to file a personal holding company return for 1941 


I 
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was not due to reasonable cause but was due to willful 
neglect, and, therefore, that the petitioner is subject to a 
25 per cent delinquency penalty for such failure. 

Summary of Argument. 

The petitioner (1) was incorporated as a trust com¬ 
pany under the laws of the State of Florida, (2) was, pur¬ 
suant to authorization by the State Comptroller, engaged 
wholly in the business of acting as trustee of a large 
number of mortgages on Florida real estate, and engaged 
in no extraneous activities, and (3) was during that year 
subject to supervision and examination by the authority of 
the State of Florida having supervision over banking in¬ 
stitutions. The facts that the petitioner did not conduct 
business with the public generally, that it did not collect 
its trustee’s fees currently, and that it did not accept 
deposits for the protection of which it built up a surplus are 
immaterial. The petitioner, incorporated with a minimum 
capital and surplus five years before a personal holding 
company surtax was first imposed, was neither organized 
nor utilized as a device for tax avoidance. Accordingly, 
the petitioner was during 1941 a bank as defined in Code 
section 104(a) (i. e., a trust company meeting all the re¬ 
quirements of that section) excluded by Code section 
501(b) from classification as a personal holding company. 

The petitioner is not subject to penalty for failure to 
file a personal holding company return for 1941, since it 
had reasonable, if not conclusive, grounds for the belief 
that it was not a personal holding company; the petitioner 
was not lacking in ordinary business care and prudence in 
failing to file such return; the petitioner in good faith and 
founded upon reasonable grounds believed that it was a 
trust company immune from personal holding company 
classification; and over the years that belief was not ques¬ 
tioned until the present case arose. 
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Argument. 

Point I. 

The Tax Court erred in holding that the petitioner 
was not a bank as that term is defined in Code section 
104(a), and, therefore, that the petitioner was not ex¬ 
cluded by Code section 501(b) from classification as 
a personal holding company. 

The petitioner’s basic position is that it is a bank as 
defined by Code section 104(a). Code section 501(b) pro¬ 
vides that the term personal holding company does not 
include a bank as defined in Code section 104(a). Hence, 
if petitioner was such a bank, the decision of the Tax Court 
that there is a deficiency in personal holding company sur¬ 
tax for 1941 and a delinquency penalty for failure to file 
a 1941 personal holding company tax return is manifestly 
erroneous. 

Was the petitioner during 1941 a bank as defined by 
Code section 104(a)? 

The definition of a bank set forth in Code section 104(a) 
contains three specifications, each of which was met by the 
petitioner in every detail. The term bank is defined, so far 
as here material, to be a bank or trust company incorpo¬ 
rated and doing business under the laws of any State 
[specification 1]— a substantial part of the business of 
which consists of receiving deposits and making loans and 
discounts, or of exercising fiduciary powers similar to those 
permitted to national banks under section 11 (k) of the 
Federal Reserve Act, as amended [specification 2]—and 
which is subject by law to supervision and examination by 
State authority having supervision over banking institu¬ 
tions [specification 3]. 

Specification 1 . The petitioner was incorporated as a 
trust company under the laws of the State of Florida.. It 
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was granted all the rights, powers, and privileges granted 
and conferred by the Trust Laws of that State regulating 
the organization, powers, and management of trust com¬ 
panies, except those powers relating to title insurance and 
receiving money on deposit subject to check. (App. 13a.) 
It was authorized to commence a trust business by the 
Comptroller of the State of Florida. Such business was 
originally restricted under the Comptroller’s certificate of 
September 22, 1930, to business with stockholders of the 
petitioner. This restriction was removed by the amended 
certificate of March 2, 1937, under which the petitioner 
has since operated. (App. 13a, 14a.) The petitioner was, 
therefore, a trust company incorporated and doing busi¬ 
ness under the laws of any State. 

Specification 2. The petitioner’s sole activity (other than 
collecting some interest and dividends and making some 
sales of securities held in its own right) has been acting as 
trustee of mortgages on Florida real estate. (App. 14a.) 
Up to and through 1946 the petitioner performed all the 
multifarious activities incident to the administration of 60 
trusts of such mortgages. (App. 29a (par. 16 and Exh. 
18-R referred to therein).) Each of the trusts was evi¬ 
denced by a written trust agreement executed by the peti¬ 
tioner. (App. 14a.) The petitioner maintained a journal 
and a ledger in which the petitioner recorded the trans¬ 
actions relating to the mortgages of which it was trustee. 
It regularly prepared and transmitted to the mortgagors 
bills for interest and principal as the same became due. 
The unpaid principal with respect to the mortgages as of 
January 1, 1941, amounted to approximately $300,000. 
During 1941 the petitioner made approximately 50 collec¬ 
tions aggregating approximately $90,000 on account of 
principal and interest with respect to the mortgages. Such 
collections were promptly remitted to the beneficiaries 
named in the trust instruments. (App. 15a.) It is thus 
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manifest that a substantial part of the petitioner’s busi¬ 
ness consisted of exercising fiduciary powers. Such powers 
were simitar to those permitted to national banks wider 
section ll(k) of the Federal Reserve Act, as amended. 
That section authorizes the Board of Governors of the 
Federal Reserve System to grant to national banks the 
right to act: 

“as trustee * * * or in any other fiduciary 
capacity in which State banks, trust companies, or 
* other corporations which come into competition with 
national banks are permitted to act under the laws 
of the State in which the national bank is located.’’ 
{Supra 8.) 

Trust companies under the laws of the State of Florida 
are permitted to act as trustee and execute legal trusts of 
every description. Florida Statutes Annotated, Title 36, 
§655.03. {Supra 9.) It follows that a substantial part 
of the business of the petitioner consisted of exercising 
fiduciary powers similar to those permitted to national 
banks under section ll(k) of the Federal Reserve Act, as 
amended. 

Specification 3. During 1941 the petitioner not only 
was subject to supervision and examination by the Comp¬ 
troller of the State of Florida (i. e., the State authority 
having supervision over banking institutions), but also 
was in fact supervised and examined by such authority. 
Two detailed bank examinations of the petitioner were 
made by the Comptroller in 1941, one examination having 
been made as of the close of business on June 30, 1941, 
and the other having been made as of the dose of business 
on December 13,1941. (App. 14a.) The petitioner, there¬ 
fore, was subject by law to supervision and examination by 
State authority having supervision over banking institu¬ 
tions, and was so supervised and examined. 

The Tax Court concedes that specifications 1 and 3 
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were complied with by the petitioner in 1941. (App. 20a.) 
However, the Tax Court erroneously concludes that the 
petitioner did not meet the requirements of specification 
2, saying (App. 21a) “its conduct of the mortgage opera¬ 
tions, restricted and informal as they evidently were, can 
scarcely be considered a part of its business, certainly not 
a ‘substantial 7 part.” Since the conduct of these mort¬ 
gage operations (along with the collection of $2,058.75 in 
interest and $618.75 in dividends and the sale of some 
securities held in its own right) constituted all of the 
business of the petitioner, there is no support whatever 
in the record for the conclusion that those operations could 
“scarcely be considered a part of its business, certainly 
not a ‘substantial 7 part. 77 In 1941 the petitioner acted as 
trustee of at least 15 mortgages totaling $300,000; it made 
approximately 50 collections aggregating approximately 
$90,000 on account of principal and interest with respect 
to the mortgages; it remitted these collections promptly to 
the beneficiaries named in the trust instruments; and it 
maintained a journal and a ledger in which all the trans¬ 
actions were recorded. (App. 15a, 21a.) This enumera¬ 
tion covers the business of the petitioner in 1941, not only 
a substantial part of its business but all of its business. 
All of such business fell within the category of “exercising 
fiduciary powers 77 as used in Code section 104(a). That 
section requires that a substantial part of the business of 
a trust company must consist of exercising fiduciary 
powers. The obvious purpose of the statutory require¬ 
ment is to prevent a trust from engaging in extensive 
businesses and activities extraneous to a trust company 
while still retaining its status for income tax purposes. 
The petitioner engaged in no such extraneous businesses 
or activities but, on the contrary, hued strictly to the ex¬ 
ercise of the fiduciary powers for which it was organized. 

The Tax Court explains its unsupportable conclusion 
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that the petitioner’s mortgage operations did not consti¬ 
tute a substantial part of its business, by stating (App. 
21a) that “It is impossible to envisage a true business, 
conducted with the public at arm’s length, being success¬ 
fully operated along these lines, at least to any substantial 
extent, where for a period of four years, although to some 
undisclosed degree theoretically collectible, fees were 
neither billed nor withheld.” (Italics supplied.) The ex¬ 
planation not only is a non sequitur but also is based upon 
erroneous assumptions. 

The first obvious error in this explanation is that it 
assumes that a trust company must conduct its business 
with the public. This is a wholly unwarranted assumption. 
The original certificate of authority granted to the peti¬ 
tioner on September 22, 1930, to commence the business 
of a trust company in Florida provided that the authority 
to do business did not include the acceptance of trust busi¬ 
ness “from individuals, partnerships and corporations 
other than those who may be stockholders of the com¬ 
pany.” (App. 14a.) It is noteworthy that the State of 
Florida, under the terms of the original certificate of au¬ 
thority granted to the petitioner during the period prior 
to the date the original certificate was replaced by an 
amended certificate, expressly limited the petitioner’s busi¬ 
ness as a trust company to the stockholders of the com¬ 
pany, and yet the Tax Court assumes that a trust company 
so limited in its activities is not engaged in business and 
in fact is not a trust company. It is common knowledge 
that trust companies organized under the laws of the vari¬ 
ous states are often limited in their operations to particu¬ 
lar customers and are prohibited from carrying on business 
with the general public. A typical example of such a trust 
company recently given publicity in the newspapers is the 
Savings Banks Trust Company chartered under the bank¬ 
ing laws of the State of New York, the trust business of 



16 


which is limited to services performed for mutual savings 
banks in New York which are stockholders of the 
company. Moody’s, Banks—Insurance, Real Estate—In¬ 
vestment Trusts (1948 ed.), p. 140. Finally, the United 
States Treasury Department neither by regulations nor 
by rulings has ever suggested that a trust company, to 
be a trust company, must do business with the general 
public. In fact the regulations dealing with mutual savings 
banks, which are pertinent by way of analogy, specifically 
prescribe (Treasury Regulations 111, Sec. 29.101 (2)-1) 
“nor need it [a mutual savings bank] serve the public in 
general, in order to be exempt. It may confine its business 
to a designated class of individuals, such as employees of 
a single corporation, without losing its exempt status.” 

The second error in the explanation of the Tax Court 
is in the assumption that unless a business is “successfully 
operated” it ceases to be a business. Of course, there is 
no basis whatever for such an assumption. 

The final error in the explanation is the significance 
accorded by the Tax Court to the fact that fees for services 
for acting as trustee were neither billed nor withheld by the 
petitioner. The Tax Court did not find that the petitioner 
rendered its trust services gratuitously. A finding to that 
effect would have been without any support in the record, 
for the only specific evidence on the point is that many 
of the trust agreements expressly provided that reason¬ 
able fees and expenses shall be paid, to the trustees for 
their services. 

The fact that the petitioner rendered no bill and with¬ 
held no income for the services it performed in acting as 
trustee of real estate mortgages was a fortuitous fact and 
not unusual. Using the standard annual charge made by 
Florida trust companies of % of one per cent to the 
$300,000 principal of the trusts as of January 1, 1941, the 
amount of uncollected fees for 1941 was some $2,250. 
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Predicating a heavy penalty tax upon the petitioner’s 
extending a credit of $2,250 under the circumstances here 
present, and then superimposing a 25 per cent delinquency 
penalty on such penalty tax, is an arbitrary and capricious 
act which is wholly unwarranted by the taxing statute. It 
is well known that trustees frequently are not compensated 
for their services until many years after the services are 
rendered. In fact, Code section 107, granting relief from 
the burden of taxation in the case of compensation re¬ 
ceived in one year for services rendered over a period of 
years, was designed to cover this very common situation 
of a trustee who does not collect compensation until many 
years after the rendition of services. Estate of Edward W. 
Clark, 3d, Deceased, 2 T. C. 676 (1943). 

Under the law of Florida, even without regard to the 
provision for reasonable fees in the trust instruments, it 
is clear that the petitioner earned and was entitled to re¬ 
ceive compensation for the fiduciary services which it ren¬ 
dered. In Rhoades v. Frazier, 124 Fla. 737, 169 So. 379 
(1936), it was stated: 

“We have no statute providing for or fixing the 
amount of trustees’ compensation. • • • upon 
equitable principles a reasonable compensation 
should be allowed to trustees for their services, and 
the care and responsibility incident to their posi¬ 
tion.” 

The petitioner kept its books of account on the cash 
receipts and disbursements basis. Hence, by express pro¬ 
vision of the taxing statute the fees earned in 1941 but not 
collected in that year were excluded from its corporation 
income and declared value excess-profits tax return for 
1941. 

The Tax Court further falls into gross error when it 
states (App. 22a): 
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“• m • ipjjg reason w hy Congress enacted the 
cognate exception of ‘banks’ from the operation of 
the undistributed surplus tax (section 104(b)) ‘is 
succinctly stated in the Report of the Committee on 
Ways and Means, H. R. No. 2475, 74th Cong.: 
* • • * This seems to he a wise public policy, since 
the surplus of banks must he built up for the pro¬ 
tection of the depositors • • •’. • • • The impo¬ 
sition of an additional tax on the undistributed 
earnings of a banking institution would have been 
equivalent to flying in the face of the settled policy 
of banking authorities requiring the establishment 
of reserves, out of the bulk of earnings, for the 
safety and protection of the depositing public.’ 
Staunton Industrial Loan Corporation v. Commis¬ 
sioner (C. C. A., 4th Cir.), 120 Fed. (2d) 930. No 
such public purpose is present on these facts, and 
the conclusion seems to be required that petitioner, 
not being a bank within the meaning of the defining 
section, was during the period in issue a personal 
holding company.” 

As used in Code section 104(a) a bank includes both a 
banking corporation and a trust company, provided, among 
other things, that a substantial part of the business of such 
institution consists of receiving deposits and making loans 
and discounts or of exercising fiduciary powers. It is im¬ 
portant to note that there are two separate requirements, 
the first applying to a banking corporation and the second 
to a trust company. The Committee Report quoted in the 
preceding paragraph obviously refers only to a banking 
corporation which must meet the requirement that a sub¬ 
stantial part of its business consists of receiving deposits 
and making loans and discounts, and not at all to a trust 
company which must meet the other requirement that a 
substantial part of its business consists of exercising 
fiduciary powers. Obviously, a trust company which 
qualifies under Code section 104(a) because its business 
consists substantially of exercising fiduciary powers is in 



19 


nowise affected by the statement of the Committee Report 
as to the public policy involved in allowing a surplus to 
be built up by a banking institution for the protection of 
depositors. The Tax Court, therefore, went far afield, with¬ 
out any possible justification, in concluding that the peti¬ 
tioner was not a bank, but a personal holding company, in 
1941 within the meaning of Code section 104(a), because 
“No such public policy [of allowing surpluses to be built 
up for the protection of depositors] is present on these 
facts.” 

Finally, this case should be considered in the light of the 
background of the petitioner’s organization and operation. 
The petitioner was incorporated in Florida in 1929 to carry 
on a limited trust business in that State with a minimum 
capital of $100,000 and a minimum paid-in surplus of 
$50,000. Florida Statutes Annotated, Title 36, §655.01 
{Supra 8). No more capital or paid-in surplus was in¬ 
vested by its stockholders than was necessary to comply 
with the State law, and neither its capital nor its paid-in 
surplus has ever been increased. (App. 33a (Exh. 1-A, p. 
4, Sch. L, lines 14 & 15).) The personal holding company 
surtax was first imposed by section 351 of the Revenue 
Act of 1934. Manifestly, therefore, the organization of the 
petitioner in 1929 was not motivated in any respect by in¬ 
come tax considerations. Accordingly, there is no basis for 
the imputation to Code sections 104(a) and 501(b) of 
“limitations which Congress did not enact and which a 
court may not judicially add,” to use to the language of 
Judge Johnson in his dissenting opinion. (App. 25a.) 
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Point II. 

The Tax Court erred in holding that the petitioner’s 
failure to file a personal holding company return for 
1941 was not due to reasonable cause but was due to 
willful neglect, and, therefore, that the petitioner is 
subject to a 25 per cent delinquency penalty for such 
failure. 

Upon the undisputed facts, it is manifest that the peti¬ 
tioner’s failure to file a personal holding company return 
was, under a well developed line of precedents, due to 
reasonable cause and not to willful neglect. 

This Court pointed out in Orient Investment & Finance 

Company v. Commissioner of Internal Revenue, - 

App. D. C.-, 166 F. (2d) 601 (1948), that reason¬ 

able cause means nothing more than the exercise of ordi¬ 
nary business care and prudence. A mere reading of 
Point I of the petitioner’s argument amply demonstrates 
that the petitioner was not lacking in ordinary business 
care and prudence in failing to file a personal holding com¬ 
pany return for 1941. Such is the view of the two dis¬ 
senting judges of the Tax Court. (App. 24a, 25a.) Formal 
advice on the matter of filing such a return was not sought, 
only because the petitioner’s status as a trust company 
immune from personal holding company classification 
seemed so unquestionable to its officers, and to its counsel 
for that matter, that it never occurred to any one that it 
required consideration or called for opinion of counsel. 

The dissenting opinion of Judge Johnson of the Tax 
Court states that the petitioner “falls literally within the 
definition of a bank contained in section 104(a), Internal 
Revenue Code,” but that the petitioner nontheless is 
classed by a majority of the judges of the Tax Court as a 
personal holding company for failure to meet certain 
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“limitations which Congress did not enact and which a 
court may not judicially add.” And, it should be pointed 
out, this appears to be the first case in which such limita¬ 
tions have been read into the definition of a bank con¬ 
tained in Code section 104(a). Prior to the examination 
of the petitioner’s 1941 return the respondent never as¬ 
serted that the petitioner was liable for the personal hold¬ 
ing company surtax, although the petitioner had for many 
years prior to 1941 acted as trustee in the same manner 
that it did in 1941 and consistently filed its returns as a 
bank. (App. 25a.) 

As stated by this Court in Orient Investment & Finance 
Company, supra, the petitioner was “lulled into believing 
that everything was in order.” The petitioner in good 
faith believed that it was not a personal holding company, 
as shown by the answer given to question 7 in its 1941 
Federal income and declared value excess-profits tax return 
which was sworn to by one of its responsible officers. To 
the question: “Is the corporation a personal holding com¬ 
pany within the meaning of section 501 of the Internal 
Revenue Code?” the petitioner answered “No.” (App. 
33a (page 3 of Exh. 1-A).) 

The principle is well settled that in the application of 
penalties all questions in doubt must be resolved in favor 
of those from whom the penalty is sought. As stated by 
the United States Supreme Court in Spies v. United States, 
317 U. S. 492, 496 (1943): 

“• • • It is not the purpose of the law to 
penalize frank difference of opinion or innocent 
errors made despite the exercise of reasonable care. 
Such errors are corrected by the assessment of the 
deficiency of tax and its collection with interest for 
the delay.” 

The following authorities, in which failure to file re¬ 
turns was held to be due to reasonable cause on account 
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of the difficult and complicated questions of law which were 
involved, fully support the petitioner’s position: Economy 
Savings & Loan Company v. Commissioner, 158 F. (2d) 472 
(C. C. A. 6th, 1946); Commissioner v. Clarion Oil Co., 80 
App. D. C. 41, 148 F. (2d) 671 (1945); Fairfax Mutual 
Wood Products Company, 5 T. C. 1279 (1945); Frederick 
Smith Enterprise Co., T. C. Memo, C. C. H. Dec. 15,828(M) 
(June 4, 1947). 

In Economy Savings & Loan Company, supra (pp. 474, 
475), it was stated: 

“• • * The record discloses that petitioner not only 
believed that the excess profits tax return was not 
required, but that this belief was founded upon rea¬ 
sonable grounds, which are cogently set forth in the 
forceful brief filed in its behalf. 

The excess profits tax did not accrue until De¬ 
cember 31, 1939, and there were substantial grounds 
for the conclusion that petitioner’s taxable year 
began in October of that year. While these consid¬ 
erations were not accepted by us, they nevertheless 
do afford a reasonable basis for petitioner’s con¬ 
tention. * * •” 

And, as more recently stated in Frederick Smith Enterprise 
Co., supra: 

“• • * Considering the complications involved • • • 
we are inclined to the view that the penalties should 
not be enforced.” 
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Conclusion* 

For the reasons stated, the Tax Court committed a dear 
error of law in redetermining for the calendar year 1941 a 
personal holding company surtax deficiency in the amount 
of $5,491.57 and a delinquency penalty in the amount of 
$1,372.89. The decision of the Tax Court entered January 
6, 1948, should, therefore, be reversed. 

Respectfully submitted, 

B. H. Bastholow, 
Counsel for Petitioner, 
1 Wall Street, 

New York 5, N. Y. 
* 

Of Counsel: 

Irving H. Bull. 


July, 1948. 







la 


Hniteii S>tatfa ffinurt of Appeals 

For the District of Columbia 


Palm Beach Trust Company, 

Petitioner, 
v. 

Commissioner of Internal Revenue, 

Respondent. 

JOINT APPENDIX 
Petition to the Tax Court. 

The above-named petitioner hereby petitions for a 
redetermination of the deficiency set forth by the Com¬ 
missioner of Internal Revenue in his notice of deficiency 
dated August 11, 1945, and bearing the symbols “LAL- 
90D, ’ ’ and as the basis of this proceeding alleges as 
follows: 

1. The petitioner is a corporation organized and exist¬ 
ing under the laws of the State of Florida and having its 
principal office and place of business at Palm Beach, 
Florida. The petitioner did not file a personal holding 
company return (Form 1120-H) for the calendar year 1941. 

2. The notice of deficiency (a copy of which is attached 
hereto and marked Exhibit A) was mailed to the petitioner 
on August 11,1945. 

3. The tax in controversy is the petitioner’s personal 
holding company surtax for the calendar year 1941, here¬ 
inafter referred to as the taxable year. The amount of the 
deficiency in the petitioner’s personal holding company sur¬ 
tax determined by the respondent in said notice of de¬ 
ficiency is $9,912.96. Said notice of deficiency also deter- 
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mines a delinquency penalty against the petitioner in the 
amount of $2,478.24. The entire amount of the aforesaid 
personal holding company surtax and penalty is in dispute. 

4. The tax and penalty determined in said notice of 
deficiency are based upon the following errors made by 
the respondent: 

(a) The respondent erred in treating the peti¬ 
tioner as a personal holding company within the 
meaning of section 501 of the Internal Revenue 
Code. 

(b) The respondent, having treated the peti¬ 
tioner as a personal holding company, erred in fail¬ 
ing to treat the entire proceeds of the sale of Miami 
2% Certificates of Indebtedness as tax-free interest 
under section 22(b)(4) of the Internal Revenue 
Code. 

(c) The respondent, having treated the petitioner 
as a personal holding company, erred in determin¬ 
ing a delinquency penalty against the petitioner of 
$2,478.24 for failure to file a personal holding com¬ 
pany return (Form 1120-H). 

5. The facts upon which the petitioner relies as the 
basis of this proceeding are as follows: 

(a) The petitioner is a corporation incorporated in 
1929 and doing business as a trust company under the bank¬ 
ing laws of the State of Florida. 

(b) During the taxable year, the petitioner kept its 
books of account on the cash receipts and disbursements 
basis. 

(c) During the taxable year, the petitioner was sub¬ 
ject, under the laws of the State of Florida, to supervision 
and examination by the Florida authority having super- 
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vision over banking institutions, and was subjected to 
supervision and examination by the said authority. 

(d) During the taxable year, the petitioner owned, as 
trustee, various mortgages upon Florida real estate. 

(e) During the taxable year, the petitioner, as trustee, 
made collections of interest and principal due with respect 
thereto and distributed various amounts so collected to the 
beneficiaries of the mortgages. 

(f) During the taxable year, the exercise of fiduciary 
powers referred to in subparagraphs (d) and (e) con¬ 
stituted substantially all of the petitioner’s business. 

(g) The petitioner was advised and believed that it was 
not a personal holding company during the taxable year 
within the meaning of section 501 of the Internal Revenue 
Code. 

(h) In 1930 the petitioner purchased $100,000.00 prin¬ 
cipal amount of Miami 6% Improvement bonds, maturing 
July 1,1934, to July 1,1950. 

(i) There was a default in payment of interest due on 
these bonds on January 1, 1934, and there was a default 
in payment both of interest and principal due on these 
bonds on July 1, 1934. 

(j) A plan was formulated (effective as of October 
1, 1934) pursuant to which the petitioner surrendered the 
aforesaid bonds and received $100,000.00 principal amount 
of Miami 6% Refunding bonds, maturing January 1, 1964, 
and dated October 1,1934. 

(k) For the unpaid interest on the Improvement bonds 
which was payable January 1,1934, and July 1, 1934, and 
for the interest accrued on said bonds during the period 
from July 1,1934, to October 1,1934, the petitioner received 
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$7,500.00 principal amount of Miami 2% certificates of 
indebtedness maturing January 1, 1947. 

(l) The interest coupons attached to the Refunding 
bonds representing interest for the period from October 
1,1934, to and including January 1, 1936, were in the form 
of A coupons and B coupons, each representing interest 
at the rate of 3% per annum. 

(m) At the option of the obligor the time for payment 
of the interest represented by the B coupons attached to 
the Refunding bonds might be extended to January 1,1947, 
upon the obligor’s issuing to the holders of such coupons 
its 2% Certificates of Indebtedness in the principal amount 
of the interest represented by the B coupons. 

(n) With respect to the interest in the amount of 
$750.00 for the period from October 1, 1934, to January 1, 
1935, represented by the B coupons attached to the Refund¬ 
ing bonds, the petitioner received $200.00 in cash, and, pur¬ 
suant to the option aforesaid, there was issued to the peti¬ 
tioner $550.00 principal amount of Miami 2% Certificates 
of Indebtedness maturing January 1, 1947. 

(o) With respect to the interest in the amount of 
$1,500.00 for the period from January 1, 1935, to July 1, 

1935, represented by the B coupons attached to the Re¬ 
funding bonds, there was issued to the petitioner, pur¬ 
suant to the option aforesaid, $1,500.00 principal amount 
of Miami 2% Certificates of Indebtedness maturing Jan¬ 
uary 1, 1947. 

(p) With respect to the interest in the amount of 
$1,500.00 for the period from July 1, 1935, to January 1, 

1936, represented by the B coupons attached to the Re¬ 
funding bonds, there was issued to the petitioner, pur¬ 
suant to the option aforesaid, $1,500.00 principal amount 
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of Miami 2% Certificates of Indebtedness maturing Jan¬ 
uary 1, 1947. 

(q) During the taxable year, the petitioner sold for 
$10,276.50 the $11,050.00 principal amount of Miami 2% 
Certificates of Indebtedness maturing January 1, 1947, 
which had been received by it as aforesaid. 

(r) In his deficiency notice with respect to the taxable 
year the respondent included $5,359.25 (i.e., the difference 
between the value of the Miami 2% Certificates of Indebt¬ 
edness when received, namely, $4,917.25, and the amount 
for which they were sold, namely, $10,276.50) in the peti¬ 
tioner’s Subchapter A Net Income as a gain realized upon 
said sale. 

Wherefore, the petitioner prays that this Court hear 
this proceeding, and redetermine the deficiency set forth 
in the respondent’s notice of deficiency by holding that: 

(a) The petitioner was not a personal holding 
company during the taxable year within the mean¬ 
ing of section 501 of the Internal Revenue Code; or, 
in the alternative, that: 

(b) The entire proceeds of the sale of Miami 2% 
Certificates of Indebtedness should be treated as 
tax-free interest under section 22(b)(4) of the 
Internal Revenue Code; and the failure to file a 
personal holding company return for the taxable 
year was due to reasonable cause and not due to 
willful neglect. 

B. H. Bartholow, 

1 Wall Street, 
New York 5, N. Y., 

Irving H. Bull, 

1 Wall Street, 
New York 5, N. Y., 
Counsel for the Petitioner. 
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Exhibit A. 

TREASURY DEPARTMENT 
Internal Revenue Service 
New York 7, New York 

Form 1279 
(Seal) 

Office of 

Internal Revenue Agent in Charge 
2nd New York Division 
225 Broadway — Room 1200 

Aug. 11,1945 

Palm Beach Trust Company 

Palm Beach 

Florida 

Sirs: 

You are advised that the determination of your personal 
holding company surtax liability for the taxable year ended 
December 31, 1941 discloses a deficiency of $9,912.96 and 
$2,478.24 in penalty, as shown in the statement attached. 

In accordance with the provisions of existing internal 
revenue laws, notice is hereby given of the deficiency or de¬ 
ficiencies mentioned. 

Within 90 days (not counting Sunday or a legal holiday 
in the District of Columbia as the 90th day) from the date 
of the mailing of this letter, you may file a petition with The 
Tax Court of the United States, at its principal address, 
Washington, D. C., for a redetermination of the deficiency 
or deficiencies. 

Should you not desire to file a petition, you are re¬ 
quested to execute the enclosed form and forward it to the 
Internal Revenue Agent in Charge, Room 1200, 225 Broad¬ 
way, New York 7, New York, for the attention of LAL-90D. 



7a 


Petition. 

The signing and filing of this form will expedite the closing 
of your return by permitting an early assessment of the 
deficiency or deficiencies, and will prevent the accumulation 
of interest, since the interest period terminates 30 days 
after filing the form, or on the date assessment is made, 
whichever is earlier. 

Very truly yours, 

Joseph D. Nunan, Jr., 

Commissioner, 

By (Signed) C. R. Krigbaum 
Internal Revenue Agent in Charge. 

Enclosures: 

Statement 
Form of waiver 

Statement. 

Palm Beach Trust Company 

Palm Beach 

Florida 

Tax Liability for the Taxable Year Ended 
December 31, 1941 

25 % 

Liability Assessed Deficiency Penalty 

Personal holding 

company surtax $9,912.96 None $9,912.96 $2,478.24 

In making this determination of your personal holding 
company surtax liability, careful consideration has been 
given to the report of examination dated December 20,1944; 
to your protest dated March 14, 1945 and supplemental 
data; and to the statements made at the conferences held on 
April 3, and May 3, 1945. 

It is held that during the year 1941 you were a personal 
holding company as defined in Section 501 of the Internal 
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Revenue Code and therefore subject to the surtax imposed 
by Section 500. 

Since your failure to file a personal holding company 
return on Form 1120H for the year 1941 has not been shown 
to be due to a reasonable cause the 25% delinquency penalty 
has been asserted as provided by Section 291 of the Internal 
Revenue Code. 

A copy of this letter and statement has been mailed to 
your representative, Mr. Irving H. Bull, c/o Dunnington, 
Bartholow & Miller, One Wall Street, New York 5, New 
York, in accordance with the authority contained in the 
power of attorney executed by you. 

Personal Holding Company Surtax 


Net income (as defined in Chapter I 
of the Internal Revenue Code) $14,362.96 

Less: Capital loss not reflected in 

above . $1,638.75 

Federal income taxes paid dur¬ 
ing the taxable year. 441.84 2,080.59 


Subchapter A net income. $12,282.37 

Undistributed subchapter A net 

income . $12,282.37 

Personal holding company surtax: 

On $2,000.00 at 71%% . $ 1,430.00 

On $10,282.37 at 82%%. 8,482.96 


Total personal holding company 

surtax.. $ 9,912.96 

Personal holding company surtax 
assessed (no return filed). None 


Deficiency of personal holding com¬ 
pany surtax .•. $ 9,912.96 

25% delinquency penalty (25% of 
$9,912.96). $ 2,478.24 
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Comes now the respondent, by his attorney, J. P. 
Wenchel, Chief Counsel, Bureau of Internal Revenue, and 
for answer to the petition heretofore filed in this pro¬ 
ceeding, admits and denies as follows: 

1, 2, and 3. Admits the allegations contained in para¬ 
graphs 1, 2, and 3 of the petition. 

4, (a), (b), and (c). Denies the allegations contained 
in paragraph 4 of the petition and subparagraphs (a), (b), 
and (c) thereunder. 

5 (a). Admits that the petitioner is a corporation. 
Denies the remaining allegations of subparagraph (a) of 
paragraph 5 of the petition. 

5 (b). Admits the allegations of subparagraph (b) of 
paragraph 5 of the petition. 

5 (c). Denies the allegations of subparagraph (c) of 
paragraph 5 of the petition for lack of sufficient informa¬ 
tion. 

5 (d) to (q) inclusive. Denies the allegations of sub- 
paragraphs (d) to (q) inclusive of paragraph 5 of the 
petition. 

5 (r). Admits that in the deficiency notice respondent 
included the amount of $5,359.25 in the petitioner’s Sub- 
chapter A net income. Denies the remaining allegations of 
subparagraph (r) of paragraph 5 of the petition. 

Denies generally and specifically each and every allega¬ 
tion contained in the petition not hereinbefore admitted, 
qualified, or denied. 
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* 

Wherefore, it is prayed that the appeal be denied. 

J. P. Wenchel, 

• Chief Counsel, 

Bureau of Internal Revenue. 

Of Counsel: 

E. C. Algire, 

Division Counsel . 

Thomas R. Charshee, 

Special Attorney , 

Bureau of Internal Revenue. 

Tax Court Docket Entries. 


1945 

Nov. 8—Petition received and filed. Taxpayer notified. 
Fee paid. 

Nov. 8—Copy of petition served on General Counsel. 

Nov. 8—Request for hearing at New York filed by tax¬ 
payer. 11/13/45 granted. 

Dec. 4—Answer filed by General Counsel. 

Dec. 10—Copy of answer served on taxpayer, New York 
City. 

1946 

Nov. 27—Hearing set Jan. 27, 1947 at New York City. 

1947 

Jan. 10—Motion for continuance of proceeding and trans¬ 
fer from the hearing calendar of Jan. 27, 1947 at New 
York to a later calendar, filed by taxpayer—Granted. 

Feb. 6—Hearing set March 31, 1947 at New York City. 

Mar. 31—Hearing had before Judge Opper—ordered sub¬ 
mitted. Stipulation of facts filed at hearing. Peti- 
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tioner’s brief due 5/15/47—respondent's 6/16/47— 
petitioner's reply 7/1/47. 

Apr. 15—Transcript of hearing of March 31, 1947 filed. 

May 16—Brief filed by taxpayer. Copy served. 

June 16—Motion for extension to July 16, 1947 to file 
brief filed by General Counsel. 6/18/47 granted. 

July 8—Brief filed by General Counsel. 

July 17—Motion for extension to July 31,1947 to file reply 
brief filed by taxpayer. 7/18/47 granted. 

July 30—Reply brief filed by taypayer. Copy served 
7/31/47. 

Nov. 28—Findings of fact and opinion rendered, Opper J. 
Decision will be entered under Rule 50. 

1948 

Jan. 2—Computation for entry of decision filed by Gen¬ 
eral Counsel. Agreed to. 

Jan. 6—Decision entered, Opper J. Div. 14. 

Mar. 29—Petition for review by U. S. Court of Appeals 
for the District of Columbia, with assignments of error 
filed by taxpayer. 

Mar. 30—Proof of service filed. 

Apr. 8—Statement of points filed by taxpayer with proof 
of service thereon. 

Apr. 8—Designation of record filed by taxpayer with proof 
of service thereon. 
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Report of the Tax Court, including Findings of Fact 
and Opinions (9T.C. 1060). 

Docket No. 9569. Promulgated November 28,1947. 

1. Petitioner, a private trust company, held not a 
“bank,” within the definition of Internal Revenue Code, 
section 104, and not relieved of status as a personal holding 
company. 

2. Interest on municipal obligations held exempt from 
Federal income tax, notwithstanding collection through 
sale. 

3. Penalty for failure to file personal holding company 
return held proper on failure of petitioner to carry burden 
of proving reasonable cause and lack of willful neglect. 

B. H. Bartholow, Esq., for the petitioner. 

Thomas R. Charshee, Esq., for the respondent. 

This proceeding was brought for a redetermination of 
a deficiency of $9,912.96 in personal holding company sur¬ 
tax for 1941, and a penalty of $2,478.24. 

The litigated issues are whether petitioner is exempt 
from the status of “personal holding company” by reason 
of qualifying as a “bank” as that term is defined in 
Internal Revenue Code, section 104; whether a sale in 1941, 
of Miami 2 per cent certificates resulted in income received 
from the sale of a stock or security; and whether petitioner 
is liable for the 25 per cent penalty for its failure to file 
a personal holding company tax return for 1941. 

Findings of Fact. 

All of the evidentiary facts are stipulated and are here¬ 
by found accordingly. 

Petitioner filed its corporation income and declared 
value excess profits tax return for 1941 with the collector 
of internal revenue for the district of Florida. Petitioner 
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did not file a personal holding company return for the 
calendar year 1941. Petitioner’s books of account have 
always been kept on the cash receipts and disbursements 
basis. 

Petitioner was incorporated on May 25, 1929, as a trust 
company under the laws of the State of Florida, with all 
the rights, powers, and privileges granted and conferred 
by the trust laws of that state regulating the organization, 
powers, and management of trust companies, except those 
powers relating to title insurance and receiving money on 
deposit subject to check. 

Petitioner’s capital stock consisted of 1,000 shares of 
the par value of $100 per share, for which the subscribers 
paid $150 per share. The capital stock of petitioner was 
owned during 1941, as follows: 

Shares 


Stockholder owned 

John S. Phipps, president of petitioner- 175 

Henry C. Phipps, vice president of peti¬ 
tioner . 200 

Howard Phipps, vice president of petitioner 200 
David T. Layman, Jr., secretary and treas¬ 
urer of petitioner. 15 

R. C. Alley. 10 

Henry B. Martin trust. 50 

Townsend B. Martin trust. 50 

Esmond B. Martin trust. 50 

Alastair B. Martin trust. 50 

Amy Guest. 200 


Total 1,000 

A certificate of authority to commence the business of 
a trust company was granted to petitioner by the Comp¬ 
troller of the State of Florida under date of September 
22,1930. The certificate states: 
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IT BEING EXPRESSLY UNDERSTOOD THAT THIS CERTIFICATE OF 
AUTHORITY DOES NOT EXTEND TO A GENERAL BANKING BUSINESS, 
NEITHER DOES IT INCLUDE THE ACCEPTANCE OF TRUST BUSINESS 
FROM INDIVIDUALS, PARTNERSHIPS AND CORPORATIONS OTHER 
THAN THOSE WHO MAY BE STOCKHOLDERS OF THE COMPANY. 

This certificate of authority was replaced by an 
amended certificate of authority under date of March 2, 
1937, which provided that “the Palm Beach Trust Com¬ 
pany of Palm Beach in the County of Palm Beach and the 
State of Florida, is authorized to commence the business 
of a trust company (without title insurance powers) under 
the name above given with a capital stock of one hun¬ 
dred thousand dollars. It being expressly understood that 
this amended Certificate of Authority does not extend to a 
general banking business, as provided for in Paragraph 
17, of Section 6126, Compiled General Laws of Florida.” 

During 1941 petitioner was subjected to supervision and 
examination by the authority of the State of Florida hav¬ 
ing supervision over banking institutions. In reply to an 
inquiry from the state auditor, petitioner on January 4, 
1941, advised that as of December 31,1940, it had deposited 
$50,000 face amount of Palm Beach County bonds and 
$50,000 cash with the state treasurer; and that the deposit 
represented 25 per cent of its paid-in capital. The office 
of the Comptroller of the State of Florida made examina¬ 
tions of petitioner as of the close of business June 30, 
1941, and December 13, 1941. Formal reports thereon 
were filed. 

During the years 1937 to 1944, inclusive, petitioner 
declared itself trustee and acted as trustee of various mort¬ 
gages on Florida real estate for the benefit of various 
holders of trust certificates. The declarations of trust were 
evidenced by written trust agreements and trust certificates 
executed by petitioner. 
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Petitioner maintained a journal and a ledger in which 
it recorded the transactions relating to the mortgages of 
which it had declared itself trustee. 

Petitioner regularly prepared and transmitted to the 
mortgagors bills for interest and principal as the same 
became due with respect to the mortgages. The unpaid 
principal with respect to the mortgages as of January 1, 
1941, amounted to approximately $300,000. 

During 1941 petitioner made approximately 50 collec¬ 
tions aggregating approximately $90,000 on account of 
principal and interest with respect to the mortgages, and 
remitted these collections promptly to the beneficiaries 
named in the trust instruments, but rendered no bill and 
received no income for these services. Its officers received 
no salary in 1941 and petitioner did not receive any de¬ 
posits from the general public. 

The beneficiaries of the trusts which petitioner admin¬ 
istered during 1941 were for the most part children and 
grandchildren of two of petitioner’s principal stockholders. 
Approximately 13 per cent of the mortgages which peti¬ 
tioner held in trust was held for Henry C. Phipps, Amy 
Guest, and Molly Phipps (wife of Michael G. Phipps, who 
is the son of John S. Phipps), and the remaining mortgages 
which the petitioner held in trust were held for the Bes¬ 
semer Trust Co., which trust company was trustee for the 
following named individuals: 

John E. Phipps (grandson of John S. Phipps) 
Margaret Douglas (daughter of John S. Phipps) 
Michael G. Phipps (son of John S. Phipps) 

Hubert B. Phipps (son of John S. Phipps) 

Molly Phipps (wife of Michael G. Phipps, who is the 
son of John S. Phipps) 

Sonia Phipps Farrell (daughter of Henry C. Phipps) 
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Dita Gordon Douglas (granddaughter of John S. 
Phipps) 

Audrey Phipps Holden (daughter of Henry C. Phipps) 

Barbara Phipps Janney (daughter of Henry C. Phipps) 

John S. Phipps, Henry C. Phipps, and Howard Phipps 
were the principal organizers of petitioner. They were 
the owners of more than 50 per cent of the stock. They 
were the controlling members of the board of directors 
and were the president and vice presidents, respectively, of 
petitioner. Petitioner in 1941 had made no disposition of 
its income since its organization and had paid no dividends. 

The income of petitioner in the year 1941 was derived 


from the following sources: 

■ Interest on loans, notes, mortgages, 

bonds, bank deposits, etc. $ 2,058.75 

Gains on sales of securities, including 
gain on sale of Miami 2 per cent 
certificates (hereinafter mentioned) 12,534.70 
Dividends . 618.75 


Total. 15,212.20 


Petitioner was a “personal holding company” in 1941 
and not a “bank.” 

Petitioner’s failure to file a personal holding company 
tax return for 1941 was not due to reasonable cause, but 
was due to willful neglect. 

Petitioner, in its corporation income and excess profits 
tax return for 1941, reported a net long term capital gain 
of $5,359.25 on the sale of Miami 2 per cent certificates of 


indebtedness, as follows: 

Sale price reported . $10,276.50 

Cost basis when acquired. 4,917.25 

Net long-term capital gain re¬ 
ported . 5,359.25 
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In 1929 petitioner purchased $100,000 principal amount 
of Miami 6 per cent improvement bonds maturing July 1, 
1934, to July 1, 1950 (hereinafter referred to as improve¬ 
ment bonds), half being purchased on October 11, 1929, 
and half on December 9, 1929. 

The city of Miami defaulted in making certain prin¬ 
cipal and income payments due on bonds issued by it 
(including the improvement bonds), and in 1934 adopted 
a plan for refunding its bonds. 

As of October 1, 1934, and in accordance with such 
refunding plan, the petitioner surrendered to the city of 
Miami the $100,000 principal amount of improvement 
bonds and received in lieu thereof a like principal amount 
of Miami 6 per cent refunding bonds maturing January 
1,1964 (hereinafter referred to as refunding bonds). Cou¬ 
pons for semiannual interest payable on January 1, 1935, 
and on all subsequent interest payment dates were attached 
to the refunding bonds. 

Under the refunding plan the city of Miami reserved 
the right to issue Miami 2 per cent certificates of indebted¬ 
ness maturing January 1, 1947 (hereinafter referred to as 
certificates of indebtedness), with respect to all unpaid 
interest accrued on the outstanding improvement bonds 
up to the date of their surrender for refunding bonds and 
with respect to that part of the interest in excess of 3 per 
cent per annum accruing on the refunding bonds for the 
period from July 1,1934, to January 1,1936. 

The interest coupons attached to each $1,000 refunding 
bond received by petitioner, evidencing interest payable 
on January 1, 1935, July 1, 1935, and January 1, 1936, 
were in pairs designed as A coupons and B coupons, each 
being for $15 (i.e., semiannual interest on $1,000 at the 
rate of 3 per cent per annum). The city of Miami reserved 
the right to extend to January 1, 1947, the time for pay- 
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ment of the interest evidenced by the B coupons by issu¬ 
ing therefor its certificates of indebtedness maturing Janu¬ 
ary 1, 1947. 

To evidence the past due interest on the improvement 
bonds for the 15-month period from July 1, 1933, to Octo¬ 
ber 1, 1934, petitioner received in 1934 certificates of 
indebtedness maturing January 1,1947, in the face amount 
of $7,500 (i. e., a $75 certificate of indebtedness for each 
$1,000 improvement bond, evidencing interest thereon at 6 
per cent per annum for V/4 years). 

Of each such $75 certificate, $15 evidenced interest for 
the period from July 1, to October 1,1934. The A coupons 
and B coupons for $15 each, payable January 1, 1935, 
which were attached to the refunding bonds also evidenced 
the interest for the period from July 1 to October 1, 1934 
(as well as for the period from October 1, 1934, to Janu¬ 
ary 1, 1935). To prevent a $15 duplication of the interest 
evidenced by the certificates of indebtedness and by the A 
and B coupons payable January 1, 1935, $5.50 of the 
interest evidenced by such A coupons was canceled by en¬ 
dorsement on the A coupons, and $9.50 of the interest 
evidenced by such B coupons was canceled by endorsement 
on the B coupons, leaving $5.50 as the amount of each 
B coupon payable January 1,1935, which the city of Miami 
could either pay in cash or with respect to which it could 
issue certificates of indebtedness. The city of Miami 
elected, in lieu of making payment in cash, to issue cer¬ 
tificates of indebtedness to evidence the uncanceled semi¬ 
annual interest covered by the B coupons payable Janu¬ 
ary 1, 1935. Accordingly, petitioner received certificates 
of indebtedness maturing January 1, 1947, in the face 
amount of $550 (i. e., $5.50 per $1,000 bond). 

The city of Miami also elected, in lieu of making pay¬ 
ment in cash, to issue certificates of indebtedness to evi- 
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dence the semiannual interest covered by the B coupons 
attached to the refunding bonds which was payable July 
1, 1935. Accordingly, petitioner received certificates of 
indebtedness maturing January 1,1947, in the face amount 
of $1,500 (i. e., $15 per $1,000 bond). 

The city of Miami also elected, in lieu of making pay¬ 
ment in cash, to issue certificates of indebtedness to evi¬ 
dence the interest covered by the B coupons attached to 
the refunding bonds which was payable January 1, 1936. 
Accordingly, petitioner received certificates of indebtedness 
maturing January 1, 1947, in the face amount of $1,500 
(i. e., $15 per $1,000 bond). 

Petitioner received the 2 per cent interest on the cer¬ 
tificates of indebtedness as the interest accrued thereon. 
During 1941 petitioner sold all of the certificates of indebt¬ 
edness it received under the refunding plan for $10,276.50. 
The face value of the certificates of indebtedness was 
$11,050, and the value thereof when received by petitioner 
was $4,917.25. No gain or loss was reported by the peti¬ 
tioner in its 1934 Federal income tax return on account of 
the exchange of the 6 per cent improvement bonds for the 
6 per cent refunding bonds and the receipt of the 2 per 
cent certificates of indebtedness. 

Opinion . 

Opper, Judge : Whether petitioner is a personal holding 
company under section 501, Internal Revenue Code, de¬ 
pends entirely upon its ability to qualify as “a bank,” 
within the excepting language of section 501 (b), the type 
of income actually received and the distribution of stock 
ownership being concededly otherwise encompased by the 
defining provisions. For the definition of “a bank” we 
are referred to section 104, which is as follows: 
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(a) Definition.— As used in this section the term 
“bank” means a bank or trust company incorporated 
and doing business under the laws of the United 
States (including laws relating to the District of 
Columbia), of any State, or of any Territory, a sub¬ 
stantial part of the business of which consists of 
receiving deposits and making loans and discounts, 
or of exercising fiduciary powers similar to those 
permitted to national banks under section 11 (k) of 
the Federal Reserve Act, 38 Stat. 262 (U. S. C., 
Title 12, §248k), as amended, and which is subject 
by law to supervision and examination by State, 
Territorial or Federal authority having supervision 
over banking institutions. 

Since petitioner is incorporated as a trust company 
under Florida law and is subject by law to supervision by 
the banking authorities of that state, but does not receive 
deposits nor make loans or discounts, the parties join issue 
in substance on whether “a substantial part” of peti¬ 
tioner^ “business” consists of “exercising fiduciary 
powers similar to those permitted to national banks.” 1 

i Petitioner’s operations in the fiduciary field consisted of 
acting as trustee under certificates of beneficial interest 
covering mortgages held by it for the benefit of its stock- 


1 Federal Reserve Act, 12 U. S. C-, § 248 (k): 

“(k) Permitting national banks to act as trustees, etc To grant by special 
permit to national banks applying therefor, when not in contravention of 
State or local law, the right to act as trustee, executor, administrator, registrar 
of stocks and bonds, guardian of estates, assignee, receiver, committee of 
estates of lunatics, or in any other fiduciary capacity in which State banks, 
trust companies, or other corporations which come into competition with 
national banks are permitted to act under die laws of the State in which 
the national bank is located. 

******* 

1 “In passing upon applications for permission to exercise the powers 
enumerated in this subsection, the Federal Reserve Board may take into 
consideration the amount of capital and surplus of the applying bank, whether 
or not such capital and surplus is sufficient under the circumstances of the 
case, die needs of the community to be served, and any other facts and cir¬ 
cumstances that seem to it proper, and may grant or refuse the application 
accordingly:* * *” 
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holders and their children and grandchildren, and of col¬ 
lecting and transmitting payments of principal and interest 
thereunder. During the tax year there were 15 such mort¬ 
gages totaling $300,000, on which about 50 collections ag¬ 
gregating some $90,000 were made. It is stipulated that 
petitioner rendered no bill and received no income for 
these services. 

Even if it was contemplated that petitioner was eventu¬ 
ally to be paid for these activities, a conclusion which the 
record by no means demonstrates, 2 its conduct of the mort¬ 
gage operations, restricted and informed as they evidently 
were, can scarcely be considered a part of its business, 
certainly not a “substantial” part. The pursuit of an 
activity for profit is indispensably associated with the con¬ 
cept of “business.” Flint v. Stone Tracy Co., 220 U. S. 107. 
As was said in Chaloner v. Helvering (App. D. C.), 69 Fed. 
(2d) 571, “it is essential that livelihood or profit be at least 
one of the purposes for which the employment is pursued.” 
It is impossible to envisage a true business, conducted with 
the public at arm’s length, being successfully operated 
along these lines, at least to any substantial extent, where 
for a period of four years, although to some undisclosed 
degree theoretically collectible, fees were neither billed nor 
withheld. Only the stipulated fact that petitioner paid no 
salaries can account for the continuation of these practices, 
but that factor does nothing to substantiate the similarity 
to a true business. 

That it was not the purpose in excepting “banks” to 
exclude such restricted and intimate family ventures seems 
apparent not only from this consideration of the legislative 


2 In an undisclosed portion of the “Trust Agreements,” it was provided 
that "The reasonable fees and expenses of the trustee shall be paid” and 
that “the amount thereof may be withheld * * * from any moneys * * * 
collected.” This was apparently never done. 
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language, but also from the purpose to be served. The 
reason why Congress enacted the cognate exception of 
‘ ‘ banks ’ ’ from the operation of the undistributed surplus 
tax (section 104 (b)) “is succinctly stated in the Report of 
the Committee on Ways and Means, H. R. No. 2475, 74th 
Cong. :***• This seems to be a wise public policy, since the 
surplus of banks must be built up for the protection of the 
depositors * * *\ • • • The imposition of an additional tax 
on the undistributed earnings of a banking institution would 
have been equivalent to flying in the face of the settled 
policy of banking authorities requiring the establishment of 
reserves, out of the bulk of earnings, for the safety and 
protection of the depositing public. ,, Staunton Industrial 
Loan Corporation v. Commissioner (C. C. A., 4th Cir.), 120 
Fed. (2d) 930. No such public purpose is present on these 
facts, and the conclusion seems to be required that peti¬ 
tioner, not being a bank within the meaning of the defining 
section, was during the period in issue a personal holding 
company. 

This determination necessitates disposition of the re¬ 
maining questions. The first is whether petitioner’s sale 
of city of Miami certificates of indebtedness received in 
lieu of interest in connection with a refunding of that city’s 
obligations represented the realization of tax-exempt in¬ 
terest on such obligations or taxable capital gain to the 
extent of the difference between their fair market value 
when acquired and the sale price. 

That petitioner collected the proceeds of these securities 
by sale rather than awaiting their maturity must be treated 
as entirely fortuitous. Collection from the purchaser upon 
a transfer of tax-exempt interest does not deprive the 
receipt of its original character. I. T. 1337, 1-1 C. B. 29. 
See H. Gates Lloyd, 4 T. C. 829, 838; affd. (C. C. A., 3d 
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Cir.), 154 Fed. (2d) 643; certiorari denied, 329 U. S. 717. 
Yet we think respondent would never have sought to tax 
the proceeds of these certificates had they been held to 
maturity and surrendered for payment by the municipality. 
So much was, indeed, conceded by respondent’s counsel 
at the hearing: “Well, if the petitioner had held these two 
percent certificates until maturity and were paid the in¬ 
terest by the corporation that would have been tax-exempt 
interest * * V’ 

It is stipulated that all of the certificates in controversy 
were issued either “To evidence the past due interest on” 
the municipality’s original securities or “to evidence the 
uncancelled semi-annual interest” on the new refunding 
bonds issued in exchange. All of this interest, if received 
in cash, would have been tax exempt. That it was actually 
collected through subsequent disposition of an obligation 
intended merely to represent it seems to us ineffectual to 
alter the fundamental nature of the income. To this ex¬ 
tent the deficiency is disapproved. 

On the penalty issue no evidence whatever was intro- 
i duced. We know that petitioner failed to file a personal 
holding company return, but there is no testimony and no 
i record to tell us why this statutory requirement was 
omitted. Petitioner’s sole contention on the subject is that 
it obviously was of the opinion that it was not a personal 
holding company because it answered “no” to that ques¬ 
tion on the income tax return return; and that the arguable 
nature of its liability as a personal holding company made 
this opinion reasonable. This is said to be the “reasonable 
cause” for failing to file a return which the penalty section 
describes, and to demonstrate that there was no “willful 
neglect.” 

Were we to accept this reasoning and eliminate the 
penalty, it would mean that whenever a taxpayer stated on 
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its income tax return that it was not personal holding 
company, and its liability as a personal holding company 
was not entirely clear, no penalty would attach, regardless 
of what steps the taxpayer had taken to investigate the 
question and of the actual state of mind of the taxpayer 
or its responsible officers, and irrespective of whether the 
information called for was otherwise available to respond¬ 
ent, and, indeed, of the taxpayer’s motives or good faith 
in withholding it. We know of no case which can be said 
to have gone to any such lengths. 

The present petitioner does not seem to us to have sus¬ 
tained its burden of showing, as the statute requires, that 
the failure to file the personal holding company return was 
due to reasonable cause and not to willful neglect. We think 
the penalty was properly imposed. 

Reviewed by the Court. 

Decision will be entered under Rule 50. 


Johnson, J., dissenting: Provisions of the Internal Rev¬ 
enue Code imposing a surtax on undistributed income of 
personal holding companies are penal in character, and for 
this reason should be strictly construed, Knight News¬ 
papers v. Commissioner (C. C. A., 6th Cir.), 143 Fed. (2) 
1007; Pembroke Realty & Securities Corporation v. Com¬ 
missioner (C. C. A., 2d Cir.), 122 Fed. (2d) 252. Under 
Florida law petitioner was organized and operated as a 
bank and falls literally within the definition of a bank 
contained in section 104 (a), Internal Revenue Code. By 
section 501 (b) the term “personal holding company” 
does not include “ (2) A bank as defined in section 104.” In 
the majority’s opinion, nonetheless, petitioner is classed as 
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a personal holding company because it failed to collect fees 
for its services and because the Congress 7 expressed pur¬ 
pose in excepting banks from personal holding company 
classification would not apparently be furthered by except¬ 
ing petitioner. These reasons, in my opinion, impute to 
the quoted sections limitations which Congress did not 
enact and which a court may not judicially add. 

Believing that petitioner was not a personal holding 
company, I dissent a fortiori from the majority 7 s approval 
of the imposition of a penalty for failure to file a personal 
holding company tax return. Petitioner 7 s obligation to do 
so was at best doubtful; apparently it had not filed any in 
prior years and the Commissioner had not required it to do 
so, and, while state law is not determinative of classification 
under the Federal revenue acts, petitioner’s status as a 
supervised Florida bank lent plausible color to an honest 
belief that it fell within the specific exception of section 
501 (b) (2). Failure to file under such circumstances was 
due in my opinion to “reasonable cause, 77 not to “willful 
neglect. 77 I do not agree that elimination of the penalty 
here would require elimination of the penalty in all cases 
where classification “was not entirely clear, 77 as stated by 
the majority. This Court can decide whether doubts were 
reasonable on the facts established in each case presented. 


Abundell, J. t dissenting: I would not under the facts as 
they appear in this case impose a penalty. 
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Decision. 

Respondent having on January 2,1948, filed a recompu¬ 
tation of tax for entry of decision as in accordance with 
Findings of Fact and Opinion of the Court, promulgated 
November 28, 1947, and petitioner having concurred there¬ 
in, now, therefore, it is 

Ordered and Decided : That there is a deficiency in per¬ 
sonal holding company surtax for the year 1941 in the 
amount of $5,491.57, and that there is a 25 percent penalty 
for the said year of $1,372.89. 

Enter, 


Entered Jan. 6,1948. 


Clarence V. Opper, 
Judge. 


Stipulation of Facts. 


It is hereby stipulated and agreed by and between the 
parties hereto, by their respective counsel, that the follow¬ 
ing facts shall be taken as true, provided however, that this 
stipulation shall be without prejudice to the right of either 
party to introduce other and further evidence not incon¬ 
sistent with the facts herein stipulated to be true: 


1. The petitioner was incorporated on May 25, 1929 as 
a trust company under the laws of the State of Florida. 
Its capital stock consists of 1,000 shares of the par value 
of $100.00 per share, for which the subscribers paid $150.00 
per share. The capital stock of petitioner was owned during 
the taxable year 1941, as follows: 
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Number of 

Name of Stockholder Shares Owned 

John S. Phipps, President of taxpayer .. 175 

Henry C. Phipps, Vice-President of tax¬ 
payer . 200 

Howard Phipps, Vice-President of tax¬ 
payer . 200 

David T. Layman, Jr., Secretary and 

Treasurer of taxpayer. 15 

R. C. Alley. 10 

Henry B. Martin Trust . 50 

Townsend B. Martin Trust. 50 

Esmond B. Martin Trust. 50 

Alastair B. Martin Trust. 50 

Amy Guest. ' 200 


Total . 1,000 


2. The petitioner filed its corporation income and de¬ 
clared value excess-profits tax return for 1941 with the 
Collector of Internal Revenue for the District of Florida, 
photostatic copy of which is attached hereto and marked 
Exhibit “l-A”. Petitioner did not file a personal holding 
company return (Form 1120-H) for the calendar year 1941. 
The petitioner’s books of account have always been kept 
on the cash receipts and disbursements basis. 

3. Attached hereto and marked Exhibit “2-B” is a 
certified copy of Letters Patent issued by the State of 
Florida May 25, 1929, incorporating petitioner, together 
with a certified copy of the charter of the petitioner. 

4. Attached hereto and marked Exhibit “3-0” is a certi¬ 
fied copy of the certificate of authority, dated September 
22, 1930, granted to the petitioner by the Comptroller of 
the State of Florida. 
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5. Attached hereto and marked Exhibit “4-D” is a cer¬ 
tified copy of the amended certificate of authority, dated 
March 2, 1937, granted to the petitioner by the Comp¬ 
troller of the State of Florida. 

6. Attached hereto and marked Exhibit “5-E” is a copy 
of a letter, dated July 22, 1941, to the petitioner from J. C. 
Scarborough, Chief Bank Examiner of the State of Florida. 

i 7. Attached hereto and marked Exhibit “6-F” is a copy 
of a letter, dated January 21, 1941, to the petitioner from 
W. M. Wainwright, Auditor of the State of Florida. 

8. Attached hereto and marked Exhibit “7-G” is a copy 
of a letter, dated January 24, 1941, to W. M. Wainwright, 
State Auditor, from the petitioner. 

9. Attached hereto and marked Exhibits “8-H” and 
“9-1” are Reports of Examination of the petitioner made 
by the State Comptroller at the close of business on June 
30,1941, and at the close of business on December 13,1941. 

10. Attached hereto and marked Exhibit “10-J” is a 
photostatic copy of the minutes of the meeting of the Board 
of Directors of petitioner held January 10, 1938. 

i 11. Attached hereto and marked Exhibit “11-K” is a 
photostatic copy of the minutes of the meeting of the Board 
of Directors of petitioner held January 10,1939. 

12. Attached hereto and marked Exhibit “12-L” is a 
photostatic copy of the minutes of the Board of Directors 
of petitioner held January 8, 1940. 
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13. Attached hereto and marked Exhibit “13-M” are 
photostatic copies of the minutes of the meeting of the stock¬ 
holders of petitioner held January 13,1941, the minutes of 
the meeting of the Board of Directors of petitioner held 
January 13, 1941, and the minutes of the special meeting 
of the stockholders of petitioner held September 15, 1941. 

14. Attached hereto and marked Exhibit “14-N” is a 
photostatic copy of the minutes of the meeting of the stock¬ 
holders of petitioner held January 10,1944. 

15. The declarations of trust providing for the issuance 
of certificates of beneficial interest in the various mort¬ 
gages, referred to in the minutes of meetings attached as 
exhibits to this stipulation, were evidenced by trust agree¬ 
ments and trust certificates executed by the petitioner. 
Except for Trust No. 11 and Trust No. 28, such trust agree¬ 
ments and trust certificates were substantially in the form 
of the typewritten trust agreement (including form of trust 
certificate) with respect to the mortgage made by John L. 
Volk and Beatrice E. Volk, dated July 2, 1936, a copy of 
which is attached hereto and marked Exhibit 11 15-0’ ’ or in 
the form of the printed trust agreement (including form 
of trust certificate), a copy of which is attached hereto and 
marked Exhibit “16-P”. A copy of the trust agreements 
entered into in the case of Trust No. 11 and Trust No. 28 
is attached hereto and marked Exhibit “17-Q”. 

16. Attached hereto and marked Exhibit “18-R” is a 
schedule of the various mortgages with respect to which 
trust agreements were executed prior to December 31,1946, 
by the petitioner. Said schedule sets forth the name of the 
mortgagor, the property encumbered, the principal amount 
of the mortgage notes, the maturity dates and interest rates 
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provided for in these notes, and the beneficiaries named in 
the trust agreements. (The mortgage notes which were 
outstanding during the calendar year 1941 are marked with 
and asterisk.) 

17. The petitioner maintained a journal and a ledger 
in which were recorded the transactions relating to the 
mortgages mentioned in Exhibit “18-R”. Attached hereto 
and marked, respectively, Exhibits “19-S” and “20-T” are 
the journal and ledger entries, respectively, which were 
made in connection with the trust agreement executed in the 
case of the mortgage made by John L. Volk and Beatrice 
E. Volk, dated July 2, 1936. Similar entries were made 
with respect to the transactions relating to the trusts 
covered by the trust agreements executed in the case of the 
other mortgages mentioned in Exhibit “18-R”. 

18. The petitioner regularly prepared and transmitted 
to the mortgagors bills for interest and principal as the 
same became due with respect to the mortgages mentioned 
in Exhibit “18-R’\ The unpaid principal with respect to 
said mortgages as of January 1,1941, amounted to approxi¬ 
mately $300,000.00. 

19. During 1941 the petitioner made approximately 50 
collections aggregating approximately $90,000.00 on account 
of principal and interest with respect to said mortgages. 
Said collections were promptly remitted to the beneficiaries 
named in the trust instruments referred to in Exhibit 
“18-R”. The petitioner has rendered no bill for the ser¬ 
vices it performed in connection with the handling of the 
foregoing mortgages and received no income for the per¬ 
formance of such services. Its officers received no salaries 
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in 1941, and petitioner did not receive any deposits from 
the general public. 

20. The beneficiaries of the trusts which the petitioner 
administered during the year 1941 were for the most part 
children and grandchildren of two of petitioner’s principal 
stockholders. Approximately 13% of the mortgages peti- 
, tioner held in trust were held for Henry C. Phipps, Amy 
Guest and Molly Phipps (wife of Michael G. Phipps, who 
is the son of John S. Phipps) and the balance of the mort¬ 
gages held in trust by the petitioner were held for Bessemer 
Trust Company, which trust company was trustee for the 
following named individuals: 

John E. Phipps (grandson of John S. Phipps) 
Margaret Douglas (daughter of John S. Phipps) 
Michael G. Phipps (son of John S. Phipps) 

Hubert B. Phipps (son of John S. Phipps) 

Molly Phipps (wife of Michael G. Phipps, who is the 
son of John S. Phipps) 

Sonia Phipps Farrell (daughter of Henry C. Phipps) 
Dita Gordon Douglas (granddaughter of John S. 
Phipps) 

Audrey Phipps Holden (daughter of Henry C. Phipps) 
Barbara Phipps Janney (daughter of Henry C. Phipps) 

• ••••• 


B. H. Babtholow, 
Counsel for Petitioner. 


J. P. Wenchel, 

Chief Counsel, 

Bureau of Internal Revenue, 
Counsel for the Respondent. 
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Petition for Review of Decision of the Tax Court 
of the United States. 

To the Honorable Judges of the United States Court 
of Appeals fob the District of Columbia: 

The petition of Palm Beach Trust Company, a cor¬ 
poration organized and existing under the laws of the 
State of Florida and having its principal office and place of 
business at Palm Beach, Florida, respectfully shows: 

First: This is a proceeding for review by the United 
States Court of Appeals for the District of Columbia of a 
decision of The Tax Court of the United States (herein¬ 
after referred to as “the Tax Court”) entered January 
6, 1948, redetermining a personal holding company sur¬ 
tax deficiency and a deliquency penalty for the calendar 
year 1941 in the respective amounts of $5,491.57 and 
$1,372.89. 

Second: The petitioner filed its corporation income 
and declared value excess-profits tax return for 1941 with 
the Collector of Internal Revenue for the District of 
Florida. The petitioner did not file a personal holding 
company return for the calendar year 1941. On August 
11, 1945, the respondent mailed to the petitioner a defi¬ 
ciency notice determining a personal holding company sur¬ 
tax deficiency and a delinquency penalty for the calendar 
year 1941 in the respective amounts of $9,912.96 and 
$2,478.24. A petition for redetermination of said deficiency 
and penalty was filed with the Tax Court on November 
8, 1945. On March 31, 1947, a hearing was held in New 
York, New York, before the Honorable Clarence V. Opper, 
a Judge of the Tax Court. The Tax Court promulgated 
its report on November 28, 1947 (9 T. C. No. 138), and 
on January 6, 1948, it entered its decision redetermining 
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a personal holding company surtax deficiency and a delin¬ 
quency penalty for the calendar year 1941 in the respective 
amounts of $5,491.57 and $1,372.89. 

Third : The controversy between the petitioner and the 
respondent involves the following issues: (1) whether the 
petitioner was during 1941 a personal holding company 
as defined in section 501 of the Internal Revenue Code, 
or whether the petitioner was excluded therefrom as a bank 
as defined in Code section 104; and (2) whether, if the peti¬ 
tioner was a personal holding company, it is subject to a 
25 per cent delinquency penalty for failure to file a per¬ 
sonal holding company return for 1941. The petitioner 
contends that there is no personal holding company surtax 
deficiency or delinquency penalty due for the reason that 
it is a bank as defined in Code section 104, and, as such, 
is expressly excluded from the definition of a personal 
holding company contained in Code section 501. 

Fourth: The facts relating to these issues may be 
summarized as follows: 

The petitioner was incorporated on May 25, 1929, as a 
trust company under the laws of the State of Florida, with 
all the rights, powers, and privileges granted and conferred 
by the trust laws of that state regulating the organization, 
powers, and management of trust companies, except those 
powers relating to title insurance and receiving money on 
deposit subject to check. 

The petitioner’s capital stock consisted of 1,000 shares 
of the par value of $100 per share, for which the sub¬ 
scribers paid $150 per share. 

A certificate of authority to commence the business of 
a trust company was granted to the petitioner by the 
Comptroller of the State of Florida under date of Septem- 
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i Petition for Review. 

ber 22, 1930. This certificate of authority was replaced 
by an amended certificate of authority under date of March 
2, 1937, which provided that “the Palm Beach Trust Com¬ 
pany of Palm Beach in the County of Palm Beach and the 
State of Florida, is authorized to commence the business 
of a Trust Company (without title insurance powers) 
under the name above given with a capital stock of one 
hundred thousand dollars. It being expressly understood 
that this amended Certificate of Authority does not extend 
to a general banking business, as provided for in Para¬ 
graph 17, of Section 6126, Compiled General Laws of 
Florida.” 

During 1941 the petitioner was subjected to super¬ 
vision and examination by the authority of the State of 
Florida having supervision over banking institutions. The 
Comptroller’s office of the State of Florida made examina¬ 
tions of the petitioner as of the close of business June 30, 
1941, and December 13, 1941. Formal reports thereon 
were filed. 

During the years 1937 to 1944, inclusive, the petitioner 
declared itself trustee and acted as trustee of various mort¬ 
gages on Florida real estate for the benefit of various 
holders of trust certificates. The declarations of trust 
were evidenced by written trust agreements and trust 
certificates executed by the petitioner. 

The petitioner maintained a journal and a ledger in 
which it recorded the transactions relating to the mort¬ 
gages of which it had declared itself trustee. 

The petitioner regularly prepared and transmitted to 
the mortgagors bills for interest and principal as the same 
became due with respect to the mortgages. The unpaid 
principal with respect to the mortgages as of January 1, 
1941, amounted to approximately $300,000. 
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During 1941 the petitioner made approximately 50 col¬ 
lections aggregating approximately $90,000 on account of 
principal and interest with respect to the mortgages, and 
remitted these collections promptly to the beneficiaries 
named in the trust instruments, but rendered no bill and 
received no income for these services. Its officers received 
no salary in 1941, and the petitioner did not receive any 
deposits from the general public. 

The beneficiaries of the trusts which the petitioner 
administered during 1941 were for the most part children 
and grandchildren of two of petitioner’s principal stock¬ 
holders. 

Fifth : The errors committed by the Tax Court, which 
are relied upon by the petitioner upon this review, are as 
follows: 

1. The Tax Court erred in holding that the petitioner 
was during 1941 a personal holding company as defined in 
section 501 of the Internal Revenue Code. 

2. The Tax Court erred in failing to hold that the peti¬ 
tioner was during 1941 a bank as defined in Code section 
104, exdudible from personal holding company classifica¬ 
tion. 

3. The Tax Court erred in holding that the petitioner’s 
acting as trustee for the owners of certificates of beneficial 
interest covering mortgages on Florida real estate held 
by it as trustee, including its conduct of mortgage opera¬ 
tions, was not a substantial part of its business. 

4. The Tax Court erred in holding that the petitioner, 
because it did not receive deposits, was not within the 
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scope of the policy which caused Congress to exclude banks 
(defined by Code section 104 to mean trust companies as 
well as banks) from personal holding company classifica¬ 
tion. 

5. The Tax Court erred in holding that the petitioner’s 
failure to file a personal holding company return for 1941 
was not due to reasonable cause, but was due to willful 
neglect. 

WHEBisroRE, the petitioner prays that this Honorable 
Court review the decision of the Tax Court entered Janu¬ 
ary 6, 1948, reverse said decision as not being in accord¬ 
ance with law, and direct the entry of a decision by the 
Tax Court that there is no personal holding company surtax 
deficiency or delinquency penalty for 1941. 

B. H. Babtholow, 

1 Wall Street, 

New York 5, N. Y., 
Counsel for Petitioner . 


(Verification omitted.) 
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tHmteb States Court of Appeals 

DISTRICT OF COLUMBIA 


No. 9865 

Palm Beach Trust Company, petitioner 

v. 

Commissioner of Internal Revenue, respondent 


ON PETITION FOP REVIEW OF TEE DECISION OF THE TAX 
COURT OF TEE UNITED STATES 


BRIEF FOR THE RESPONDENT 


opinion below 

The only previous opinion in this case is that of the Tax 
Court (R. 12a-25a) x , which is reported in 9 T. C. 1060. 

JURISDICTION 

This appeal involves a deficiency in personal holding com¬ 
pany surtax and 25% penalty in addition thereto in the re¬ 
spective sums of $5,491.57 and $1,372.89 for the taxable year 
1941, and is taken from the decision of the Tax Court 
entered January 6,1948. (R. 26a.) The case is brought to 
this Court by the taxpayer’s petition for review filed March 
29, 1948 (R. 11a, 34a-38a), pursuant to the provisions of 
Section 1141 (a) of the Internal Revenue Code, as amended 
by Section 36 of the Act of June 25,1948. 

1 The record citations herein refer to the transcript of record 
on review included in the Appendix to the taxpayer’s brief. 


(i) 
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QUESTIONS PRESENTED 

1. Whether the taxpayer was a “personal holding com¬ 
pany’’ during the taxable year 1941 within the meaning of 
Section 501 (a) of the Internal Revenue Code, or a “bank” 
as defined in Section 104 (a) of the Code, and' therefore 
exempt from the status of a personal holding company 
within the meaning of Section 501 (b) of the Code. 

2. Whether the taxpayer was subject to the 25% penalty 
for failure to have filed a personal holding company return 
for the taxable year 1941 under the provisions of Section 
291 of the Internal Revenue Code. 

STATUTES AND REGULATIONS INVOLVED 

These are set forth in the Appendix, infra. 

STATEMENT 

The facts (including exhibits) w’ere stipulated (R. 26a- 
33a), and were adopted by reference and found by the Tax 
Court accordingly (R. 12a-16a), as follows: 2 

The taxpayer filed its corporation income and declared 
value excess profits tax return for 1941 with the Collector of 
Internal Revenue for the District of Florida. The taxpayer 
did not file a personal holding company return for the calen¬ 
dar year 1941. The taxpayer’s books of account have 
always been kept on the cash receipts and disbursements 
basis. (R. 12a-13a.) 

The taxpayer was incorporated on May 25, 1929, as a 
trust company under the laws of the State of Florida, with 
all the rights, powers, and privileges granted and conferred 
by the trust laws of that State regulating the organization, 
powers, and management of trust companies, except those 
powers relating to title insurance and receiving money on 
deposit subject to check. (R. 13a.) 

The taxpayer’s capital stock consisted of 1,000 shares of 
the par value of $100 per share, for which the subscribers 


2 The other facts found by the Tax Court in respect of another 
issue (R. 16a-19a), decided in favor of the taxpawer (R. 22a-23a), 
have been omitted from the statement of facts herein. 
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paid $150 per share. The capital stock of the taxpayer 


was owned during 1941, as follows (R. 13a): 

Shares 

Stockholder owned 

John S. Phipps, president of petitioner. 175 

Henry C. Phipps, vice president of petitioner. 200 

Howard Phipps, vice president of petitioner. 200 

David T. Layman, Jr., secretary and treasurer of 

petitioner . 15 

R. C. Alley. 10 

Henry B. Martin trust. 50 

Townsend B. Martin trust. 50 

Esmond B. Martin trust. 50 

Alastair B. Martin trust. 50 

Amy Guest. 200 


Total .1,000 


A certificate of authority to commence the business of a 
trust company was granted to the taxpayer by the Comp¬ 
troller of the State of Florida under date of September 22, 
1930. (R. 13a.) The certificate states (R. 14a): 

It being expressly understood that this certificate of 
authority does not extend to a general banking busi¬ 
ness, neither does it include the acceptance of trust 
business from, individuals , partnerships and corpora¬ 
tions other than those who may be stockholders of the 
company. 

This certificate of authority was replaced by an amended 
certificate of authority under date of March 2, 1937, which 
provided that “the Palm Beach Trust Company of Palm 
Beach in the County of Palm Beach and the State of 
Florida, is authorized to commence the business of a trust 
company (without title insurance powers) under the name 
above given with a capital stock of one hundred thousand 
dollars. It being expressly understood that this amended 
Certificate of Authority does not extend to a general bank¬ 
ing business, as provided for in Paragraph 17, of Section 
6126, Compiled General Laws of Florida.” (R. 14a.) 
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During 1941 the taxpayer was subjected to supervision 
and examination by the authority of the State of Florida 
having supervision over banking institutions. In reply to 
an inquiry from the state auditor, the taxpayer on Janu¬ 
ary 4, 1941, advised that as of December 31, 1940, it had 
deposited $50,000 face amount of Palm Beach County bonds 
and $50,000 cash with the state treasurer; and that the 
deposit represented 25% of its paid-in capital. The office 
of the Comptroller of the State of Florida made examina¬ 
tions of the taxpayer as of the close of business June 30, 
1941, and December 13,1941. Formal reports thereon were 
filed. (R. 14a.) 

During the years 1937 to 1944, inclusive, the taxpayer 
declared itself trustee and acted as trustee of various 
mortgages on Florida real estate for the benefit of various 
holders of trust certificates. The declarations of trust 
were evidenced by written trust agreements and trust 
certificates executed by the taxpayer. (R. 14a.) 

The taxpayer maintained a journal and a ledger in which 
it recorded the transactions relating to the mortgages of 
which it had.declared itself trustee. (R. 15a.) 

The taxpayer regularly prepared and transmitted to the 
mortgagors bills for interest and principal as the same 
became due with respect to the mortgages. The unpaid 
principal with respect to the mortgages as of January 1, 
1941, amounted to approximately $300,000. (R. 15a.) 

During 1941 the taxpayer made approximately 50 collec¬ 
tions aggregating approximately $90,000 on account of 
principal and interest with respect to the mortgages, and 
remitted these collections promptly to the beneficiaries 
named in the trust instruments, but rendered no bill and 
received no income for these services. Its officers received 
no salary in 1941 and the taxpayer did not receive any 
deposits from the general public. (R. 15a.) 

The beneficiaries of the trusts which the taxpayer ad¬ 
ministered during 1941 were for the most part children 
and grandchildren of two of taxpayer’s principal stock¬ 
holders. Approximately 13% of the mortgages which the 
taxpayer held in trust was held for Henry C. Phipps, Amy 


5 


Guest, and Molly Phipps (wife of Michael G. Phipps, who 
is the son of John S. Phipps), and the remaining mortgages 
•which the taxpayer held in trust were held for the Bessemer 
Trust Company, which trust company was trustee for the 
following named individuals (R. 15a-16a): 

John E. Phipps (grandson of John S. Phipps) 
Margaret Douglas (daughter of John S. Phipps) 
Michael G. Phipps (son of John S. Phipps) 

Hubert B. Phipps (son of John S. Phipps) 

Molly Phipps (wife of Michael G. Phipps, who is the 
son of John S. Phipps) 

Sonia Phipps Farrell (daughter of Henry C. Phipps) 
Dita Gordon Douglas (granddaughter of John S. 
Phipps) 

Audrey Phipps Holden (daughter of Henry C. 
Phipps) 

. Barbara Phipps Janney (daughter of Henry C. 
Phipps) 

John S. Phipps, Henry C. Phipps, and Howard Phipps 
were the principal organizers of the taxpayer. They were 
the owners of more than 50% of the stock. They were the 
controlling members of the board of directors and were 
the president and vice presidents, respectively, of the tax¬ 
payer. The taxpayer in 1941 had made no disposition of 
its income since, its organization and had paid no dividends. 
(R. 16a.) 

The income of the taxpayer in the year 1941 was derived 
from the following sources (R. 16a): 

Interest on loans, notes, mortgages, bonds, bank 

deposits, etc.$ 2,058.75 

Gains on sales of securities, including gain on 
sale of Miami 2 per cent certificates (herein¬ 
after mentioned). 12,534.70 

Dividends . 618.75 


Total . 15,212.20 


2 i 
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The taxpayer was a “personal holding company” in 1941 
and not a “bank.” (R. 16a.) 

The taxpayer’s failure to file a personal holding com¬ 
pany tax return for 1941 was not due to reasonable cause, 
but was due to willful neglect. (R. 16a.) 

Upon the basis of the foregoing facts the Tax Court, 
affirming the Commissioner’s determination in respect of 
the issue involved herein (R. 6a-8a), held that the taxpayer 
was not exempt, as a “bank”, from the personal holding 
company status (R. 19a-22a), and that it was liable for 
the 25% delinquency penalty for failure to have filed a 
personal holding company return for the taxable year 1941 
(R. 23a-24a). The Tax Court thereupon entered its decision 
accordingly (R. 26a), from which the taxpayer petitioned 
this Court for review (R. 34a). 

SUMMARY OP ARGUMENT 

1. The taxpayer was a personal holding company during 
the taxable year. It fails to qualify as a “bank” or trust 
company, exempt from personal holding company surtaxes, 
within the meaning of the statute. The facts show that its 
business activities in the fiduciary field applied only to 
some of the lineal descendants of its two principal officers 
and stockholders without charge for its limited informal 
and unrestricted services. It did not perform or act in 
the capacity of exercising variegated fiduciary powers for 
profit for the public generally as do real trust companies 
and national and state banks. It merely acted gratuitously 
for the benefit of a limited number of members of the same 
family group. This did not constitute “a substantial” 
part of its business in exercising the fiduciary powers of a 
genuine trust company. The lack of diversification of the 
taxpayer’s activities as a fiduciary, therefore, leads to the 
inescapable conclusion that its business as a trust company 
was not “a substantial part of the business” within the 
meaning of the statute. The taxpayer’s business was 
merely an arrangement for the convenience and benefit of 
some members of the families of two of its principal officers 
and stockholders, apparently carried on under the cloak of 
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a trust company in order to avoid personal holding com¬ 
pany surtaxes. Consequently, it was neither a “bank” 
nor a trust company, within the meaning of the statutory 
definition. 

2. The taxpayer is clearly liable for the 25% delinquency 
penalty, in addition to the tax, for failure to have filed a 
personal holding company tax return for the taxable year. 
There is no evidence whatever in the record to support the 
taxpayer’s contention to the contrary, other than it “be¬ 
lieved” that it was not a personal holding company within 
the meaning of the statute, as it stated in its income tax 
return for the taxable year, and that therefore its failure to 
file a proper return was due to reasonable cause and not to 
willful neglect. Since the facts show quite plainly that the 
taxpayer was a personal holding company for the taxable 
year and prior years but never filed an appropriate return 
as required by the statute and Regulations, and has failed 
to meet the requisite burden of proving reasonable cause, 
the addition to the tax in the form of the penalty is manda¬ 
tory. The taxpayer’s good faith or lack of it is immaterial, 
under the authorities. 

ARGUMENT 

% 

I 

The Taxpayer was taxable as a personal holding company for 
the taxable year. It fails to qualify as a “bank” or trust 
company within the meaning of the excepting terms of the 
statute 

The pertinent taxing statute levies surtaxes upon every 
corporation, except “banks” as defined in Section 104 (a) 
of the Internal Revenue Code (Appendix, infra), as a per¬ 
sonal holding company if, for the taxable year (beginning 
after December 31, 1938), at least 70% of its gross income 
was statutory personal holding company undistributed in¬ 
come comprising, in so far as material here, dividends, in¬ 
terest or gains from the sale or exchange of securities, and if 
more than 50% in value of its outstanding stock was owned, 
directly or indirectly, by or for five or less individuals. 




8 


Sections 500, 501 (a)(1) and (2), 502 (a) and 503 (a) (1) 
and (2) of tlie Internal Revenue Code (Appendix, infra). 

The taxpayer concedes (Br. 11-14), as it did in the Tax 
Court (R. 19a-20a), that, except for the contention that it 
was a statutory “bank” or trust company within the mean¬ 
ing of Section 104 (a) and therefore exempt from taxation 
as a personal holding company during the taxable year 1941 
under Section 502 (b) (Appendix, infra), the type of income 
which it actually received and the distribution of the owner¬ 
ship of its outstanding stock for the taxable year, as shown 
by the facts (R. 13a-16a), would come within the statutory 
provisions in respect of a personal holding company. 3 The 
question for decision, therefore, is merely w’hether the tax¬ 
payer was a “bank”, as defined by Section 104 (a), which is 
excepted from taxation as a personal holding company un¬ 
der the provisions of Section 502 (b). 

The facts show that the taxpayer was incorporated in 
1929 under Florida law as a “trust company”, subject to the 
supervision of the banking authorities of that State, and 
was authorized to commence business as such in 1930 (R. 
13a), but such authorization was “expressly understood” 
not to “extend to a general banking business” nor to “the 
acceptance of trust business from • • • other than 

• * • stockholders of the company” (R. 14a). By 

amended authority in 1937, however, the taxpayer was 
authorized to conduct “the business of a trust company 
(without title insurance powers)”, but it was again “ex¬ 
pressly understood that this amended Certificate of Au¬ 
thority does not extend to a general banking business”. 
(R. 14a.) Hence, the taxpayer does not come within the first 
part of Section 104 (a) defining the term “bank” to mean 
a bank or trust company incorporated and doing business 
under the state banking laws, “a substantial part of the 
business of which consists of receiving deposits and making 


8 The taxpayer presents no assignments of error (Br. 9) or argu¬ 
ment (Br. 11-19) to the contrary here, merely contending that if 
it is a “bank” under Section 104 (a), the Tax Court erroneously 
decided that there is a deficiency in personal holding company surtax 
and a delinquency penalty due for the taxable year 1941 (Br. 11). 
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loans and discounts”. Consequently, the issue is further 
narrowed to the decision of whether the taxpayer was a 
“ trust company * • * a substantial part of the business 
of which consists * * . * of exercising fiduciary powers 
similar to those permitted to national banks under • • • 
the Federal Reserve Act * * * as amended”. (Sec. 

104(a), Internal Revenue Code; see also Sec. 11 (k) of the 
Federal Reserve Act of December 23, 1913, as amended 
(Appendix, infra ); R. 20a, fn. 1.) 

The taxpayer contends that it was a “bank” or trust com¬ 
pany, such as is defined in Section 104 (a), for it was en¬ 
gaged wholly in the business of acting as trustee of a large 
number of mortgages on Florida real estate and in no 
extraneous activities, and therefore a substantial part of its 
business consisted of exercising fiduciary powers similar to 
those permitted to national banks under the Federal Re¬ 
serve Act. The argument is that it is allegedly immaterial 
that the taxpayer did not conduct a trust company business 
with the public generally, did not accept deposits or make 
loans or discounts, and did not collect trustee’s fees and 
expenses for the services performed. (Br. 11-19.) 

We submit, however, that the Tax Court’s decision to the 
contrary is correct. The taxpayer’s business activities in 
the fiduciary field applied only to some of the lineal de¬ 
scendants of its two principal officers and stockholders with¬ 
out any charge for its services, informal and unrestricted 
in manner, to the end that its very circumscribed and de¬ 
limited private fiduciary activities and conduct in its mort¬ 
gage operations could not properly be considered or con¬ 
strued as “a substantial part of the business” within the 
meaning of the statute. 

In the first place, it is settled that the taxpayer has the 
burden of showing that it comes literally within the specific 
terms of the exempting statute. Helvering v. Northwest 
Steel Mills, 311 U. S. 46, 49; United States v. Stewart, 311 
U. S. 60, 71; White v. United States, 305 U. S. 281, 292. It is 
settled that exemption from taxation should not rest upon 
implication. United States v. Stewart, supra, p. 71; U. S. 






10 


Trust Co. v. Helvering, 307 U. S. 57, 60. We submit that the 
taxpayer has failed to meet such requisite burden. 

Next, as the facts show (R. 14a-16a, 30a-31a), and as the 
taxpayer substantially admits 4 (Br. 10), it did not in fact 
act in the capacity of a trust company, as do real trust com¬ 
panies, to and for the public generally for profit 5 , a sub¬ 
stantial part of the business of which comprised its exer¬ 
cising fiduciary powers similar to those permitted to national 
banks under the Federal Reserve Act of December 23,1913. 
National banks by statute are empowered to and do act as 
trustees for the public generally for pecuniary gain, and in 
the great many other fiduciary capacities in which state 
banks and trust companies are authorized and permitted to 
act under the laws of the States in which the national banks 
are located. 6 Thus, the right of national banks to act as 


4 The taxpayer concedes (Br. 10) that other than the limited 
amount of “family” business it conducted as a fiduciary (R. 15a- 
16a), it “engaged in no extraneous activities”. 

5 A trust company is one incorporated by statute and authorized 
by its special act to undertake the duties of executors, adminis¬ 
trators, and trustees for pecuniary reward. Perpetual Executors 
and Trustees Association of Australia v. Swan, L. R. A. C. (1898) 
763, 764. The business of a trust company consists largely in the 
“administration of trusts of various kinds”, particularly those aris¬ 
ing under corporate mortgages, as well as to become surety on bonds 
in legal proceedings and “in various other ways”, and they usually 
also transact safe deposit business. 3 Bouvier’s Law Dictionary 
(1914) 3333; see also People v. National Security Co., 177 N.Y.S. 
838, 839,189 App. Div. 38. In Jenkins v. Neff, 163 N. Y. 320, 330, 
57 N.E. 408, 411, the court described the functions of a trust com¬ 
pany as follows: 

A trust company accepts and executes all trusts of every 
description committed to it by any person or corporation, or 
any courts of record, receives the title to real or personal estate 
on trusts created in accordance with the laws of the state and 
executes such trusts, acts as agent for corporations in reference 
to the issuing, registering and transferring certificates of stock 
and bonds and other evidence of debt, accepts and executes 
trusts for married women in respect to their separate property, 
and acts as guardian for the estates of infants. 

* In this connection, Section 11 (k) of the Federal Reserve Act 
of December 23,1913, authorizes and permits a national bank to act 
as trustee, executor, guardian of estates, assignee, receiver, com- 
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trust companies embraces every possible kind of activity in 
respect of trustees acting variously in a fiduciary capacity 
for profit for the public generally, but only upon a showing 
of sufficient financial ability to effect such purposes to the end 
that “the needs of the community • • • [shall prop¬ 

erly] be served”. (Italics supplied.) See Section 11 (k), 
second paragraph, of the Federal Reserve Act of Decem¬ 
ber 23, 1913, as amended. According to the facts (R. 15a- 
16a, 20a-21a), the taxpayer performed none of these 
variegated fiduciary duties usually carried on by real trust 
companies and national and state banks. 

Specifically, the facts show that the taxpayer’s fiduciary 
activities covered a very narrow field for family purposes. 
It merely acted, gratuitously, as a trustee under certificates 
of beneficial interest covering a limited number of mort¬ 
gages 7 it held for the benefit of several lineal descendants 
of two of its principal owners who were also its organizers, 
principal officers, majority stockholders, and controlling 
members of the board of directors. It paid no salaries to 
such officers during the taxable year. It collected and re¬ 
mitted payments of the principal and interest on the mort¬ 
gages without any charge for fees and expenses incurred in 
performing such services or receiving any other income 
therefor. 8 (R. 15a-16a, 20a, 31a.) To hold that such ac¬ 
tivities bring taxpayer within the exception of the statute 
is to defeat the very purpose of the statute. Moreover, the 

mittee of estates of lunatics, or in any other fiduciary capacity in 
which state banks, trust companies, or other corporations which 
come into competition with national banks are permitted to act 
under the laws of the State in which the national bank is located. 

7 During the taxable year, there were 15 such mortgages aggre¬ 
gating $300,000 on which approximately 50 collections in the ap¬ 
proximate sum of $90,000 were made by the taxpayer. (R. 15a, 
21a, 29a-30a.) 

8 It was stipulated, and the Tax Court found, that the taxpayer 
rendered no bills for its service performed in connection with the 
handling of such mortgages and received no income for the per¬ 
formance of such services during the taxable year. (R. 15a, 21a, 
30a.) While there is evidence that the taxpayer could have with¬ 
held reasonable fees and expenses from the amounts collected for 
the beneficaries of the trusts (R. 21a; Pet. Br. 4), there is no 
showing that this was ever done (R. 21a). 
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taxpayer had made no disposition of its income nor paid 
any dividends since its organization in 1929, and its in¬ 
come from interest and dividends received on investments 
was accumulated from its inception in that year. (R. 16a.) 
Thus it had all the indicia of a personal holding company 
which the statute intends to include. 

The taxpayer’s actual operation of its business activities 
is controlling, and the facts here fail to show that it was 
carrying on the business of a trust company with the public 
generally for the purpose of making a profit. Cf. Flint v. 
Stone Tracy Co., 220 U. S. 107. There is no showing that 
“profit • • * [was] one of the purposes for which the 
employment is pursued.” Chaloner v. Helvering, 69 F. 2d 
571, 572, 63 App. D. C. 85, 86. Such activities as the tax¬ 
payer did carry on, not with the public generally for profit, 
but solely with family members of two stockholders, cannot, 
under the most liberal view, be construed as a substantial 
part of its business in exercising the fiduciary powers of a 
real trust company. 9 Use of the term “substantial part” in 
the clause “a substantial part of the business of which con¬ 
sists * * * of exercising fiduciary powers” (Sec. 104 
(a)) instead of “the terminology a substantial amount 
• * • clearly indicates that Congress used the word ‘sub¬ 
stantial’ in a relative rather than an absolute or arbitrary 
sense.” Magrudcr v. Safe Deposit & Trust Co. of Balti¬ 
more, 121 F. 2d 981, 983 (C.C.A. 4th), where the court in¬ 
terpreted the phrase “substantial part of whose business” 
as used in Section 117 (d) of the Revenue Act of 1934, 
c. 277, 48 Stat. 680. 10 A construction of the statute which 
would so effectively reduce the limitation on the exemption 
from the statutory status of a personal holding company 


9 The term “substantial” has been defined as meaning, “in the 
main, essential, including material or essential parts.” (People v. 
Omen, 290 Ill. 59, 65, 124 N.E. 860, 863), here of the taxpayer’s 
fiduciary business. 

10 Section 117 (d) of the Revenue Act of 1934 limited deductions 
of losses from the sale or exchange of capital assets, except in cases 
of “a bank or trust company * * # a substantial part of whose 
business” comprised that of a regularly operating bank or trust 
company. 
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to an empty declaration and a practical nullity, as con¬ 
tended for by the taxpayer, is to be avoided. See Carbon 
Steel Co. v. Lewellyn, 251 U. S. 501, 504-505; Bird v. United 
States, 187 U. S. 118, 124. A consideration of the lack of 
diversification of fiduciary activities carried on publicly by 
the taxpayer, therefore, leads to the inescapable conclusion 
that its business as a trust company was not i 1 a substantial 
part of the business’’ in the statutory sense. 

The taxpayer’s fiduciary business was apparently merely 
an arrangement for the convenience and benefit of members 
of the families of only two of its principal stockholders and 
officers instead of for the public generally as in the case 
of a real trust company. Compare Sections 501 (a) (2) 
and 503 (a) (2) of the Internal Revenue Code as to closely 
held majority stock ownership in respect of members of a 
family, and particularly their “lineal descendants” in the 
latter. Moreover, as the Tax Court stated (R. 21a-22a), 
the reason why Congress excepted banks and trust com¬ 
panies from high taxation as personal holding companies, 
is shown by the legislative history to have been to enable 
them to build up surplus reserves out of earnings for the 
safety and protection of their depositors as a matter of 
wise public policy, whereas no such public purpose would 
be served here. Accordingly, it is clear, that the taxpayer 
was neither a “bank” nor a trust company within the 
meaning of the statutory definition but plainly a personal 
holding company carrying on its limited activities during 
and prior to the taxable year 1941 for the benefit of the 
members of a particular family group, apparently under 
the cloak of a trust company in order to avoid payment of 
personal holding company surtaxes. 

In Magruder v. Safe Deposit & Trust Co. of Baltimore, 
supra, the court considered the interpretation of the phrase 
“a substantial part of whose business” as used in Section 
117. (d) of the Revenue Act of 1934 (see fn. 10, supra). 
There the taxpayer was a Maryland corporation, the prin¬ 
cipal business of which consisted of managing trusts and 
estates and in acting as fiduciary and agent under certain 
circumstances for both individuals and corporations. It 
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also acted as receiver for corporations and as transfer 
agent, registrar and depositary under corporate reorganiza¬ 
tions. In the course of its business, it received deposits of 
funds from trusts and estates it managed, deposits made 
for special purposes by individuals, sinking fund deposits 
under bond indentures, deposits for the payment of interest, 
dividends and principal on corporate bonds and stocks, 
and deposits received as fiscal agent for various individuals 
and corporations. The question for determination was 
whether a substantial part of the taxpayer’s business was 
the receipt of deposits, so as to exclude it from the pro¬ 
visions of Section 117 (d). In holding that the receipt of 
deposits, as disclosed, was not a substantial part of the tax¬ 
payer’s business, the court stated that the taxpayer did not 
receive deposits from the general public, and that the 
deposits which it did receive were peculiar in character and 
limited to a favored few. The same situation exists here. 
The taxpayer did not hold itself out to the general public 
as a fiduciary, but limited its fiduciary activities to a favored 
few—two of its principal owners and members of their 
families—for which it made no charge. 

II 

The Taxpayer is liable for the 25% delinquency penalty for 
failure to file a personal holding company tax return 

The Tax Court held that the penalty was properly im¬ 
posed because, in the absence of any evidence whatever on 
this issue other than the taxpayer’s contention that it be¬ 
lieved it was not a personal holding company as stated in 
its income tax return for the taxable year, the taxpayer 
failed to meet the requisite statutory burden of showing 
that failure to file the proper return was due to reasonable 
cause and not to willful neglect. (R. 23a-24a.) We submit 
that the Tax Court was correct in so holding. 

The taxpayer contends that it is not liable for the 25% 
penalty for failure to have filed a personal holding company 
tax return for the taxable year because the delinquency was 
allegedly due to reasonable cause and not to willful neglect, 
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the taxpayer having believed in good faith that it was at 
all times a trust company immune from personal holding 
company classification. (Br. 20-22.) The facts and au¬ 
thorities, however, do not support the taxpayer’s conten¬ 
tions. 

The statute imposes the delinquency penalty, in addition 
to the tax, in any case of a taxpayer’s failure timely to file 
a personal holding company return, as required by the 
statute, unless it was shown that such failure was due to 
reasonable cause and not to willful neglect. Section 291 
of the Internal Revenue Code (Appendix, infra). The in¬ 
terpretative Treasury Regulations provide that a taxpayer 
wishing to avoid the addition to the tax for delinquency 
must make an affirmative showing of reasonable cause that 
failure timely to have filed the proper return was, despite 
the exercise of ordinary business care and prudence, due 
to reasonable cause and not to willful neglect. Section 
19.291-1 of Treasury Regulations 103, as amended (Ap¬ 
pendix, infra). In the absence of such showing herein, the 
Commissioner determined that the taxpayer was liable for 
the 25% penalty under Section 291. (R. 8a.) 

A reading of the record readily demonstrates that there 
was no evidence whatever adduced by the taxpayer estab¬ 
lishing reasonable cause, other than the taxpayer’s stated 
belief , without proof, that it was not a personal holding 
company. The only evidence in the record in this respect 
is that the taxpayer did not file a personal holding com¬ 
pany tax return, and that, in answer to the question on its 
income tax return for the taxable year whether or not it 
was a personal holding company within the meaning of 
Section 501 of the Internal Revenue Code, the taxpayer 
answered “No”. (R. 32a.) Since the facts show quite 

clearly that the taxpayer was a personal holding company 
during the taxable year 1941, as well as prior years, as 
demonstrated under Point I, supra , there was plainly no 
basis for any belief on its part that it was not. The tax¬ 
payer could easily have avoided the imposition of the 
penalty merely by having filed such return and resolving 


16 


the doubts, if any, at a later date. Hence, reasonable cause 
is not shown. 

i The Treasury Department Regulations plainly require 
the filing of a separate return (Form 1120-H)—in addition 
to the income tax and other returns—with respect to sur¬ 
taxes imposed on personal holding companies. Section 
19.508-1 of Treasury Regulations 103. 11 These Regulations 
have the force and effect of law. Helvering v. Reynolds, 
306 U. S. 110; Helvering v. Winmill, 305 U. S. 79. Tax¬ 
payers who fail to heed such regulatory requirements are 
liable for the delinquency penalty, in the absence of a show¬ 
ing, absent here, of a reasonable cause for delay. Section 
19.291-1 of Treasury Regulations 103. Under the circum¬ 
stances, good faith, or lack of it, was immaterial. The addi¬ 
tion to the tax in the form of the penalty is mandatory under 
Section 291 where the personal holding company return 
was not filed. Commissioner v. Lame-Wells Co., 321 U. S. 
219; 12 Lone Pine Lawn Corp. v. Helvering, 121 F. 2d 935 
(C.C.A. 2d); Noteman v. Welch, 108 F. 2d 206, 215 (C.C.A. 
1st); 13 Logan Coal <& Timber Ass’n v. Helvering, 122 F. 


11 The same requirements obtained for prior years. See, for ex¬ 
ample, Article 351-8 of Treasury Regulations 86 and 94, promul¬ 
gated under the Revenue Acts of 1934 and 1936, and Article 409-1 
of Treasury Regulations 101, promulgated under the Revenue Act 
of 1938. Therefore, the taxpayer’s contention that since its 
“belief” during prior years that it was exempt from personal holding 
company surtaxes was not questioned, it was not lacking in 
ordinary business care and prudence in failing to have filed such 
return for the taxable year 1941 (Br. 10, 20-22), can be of no 
avail. 

12 In the Lane-Wells case, the Supreme Court held that the tax¬ 
payer corporation, which claimed in good faith that it was not a 
personal holding company and filed only its income tax return on 
Form 1120, was nevertheless liable for the delinquency penalty 
for 1934 and 1935 when the penalty was mandatory, but that for 
1936 and subsequent years the penalty could have been lifted if 
failure to file was shown to be due to reasonable cause. The tax- 

. payer has not shown reasonable cause here, however, the facts 
establishing the contrary. 

13 In the Noteman v. Welch case, where, as here, no personal 
holding company return was ever filed by the taxpayer who had 
filed an income tax return on which it was answered “No” to the 
question of whether it was a personal holding company within the 
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2d 848 (C.C.A. 3d); Porto Rico Coal Co. v. Commissioner, 
126 F. 2d 212 (C.C.A. 2d); National Contracting Co. v. Com¬ 
missioner, 105 F. 2d 488, 492 (C.C.A. 8th); General Manage¬ 
ment Corp. v. Commissioner, 135 F. 2d 882 (C.C.A. 7th), 
certiorari denied, 320 U. S. 757; Baynard Co. v. Commis¬ 
sioner, 135 F. 2d 43 (C.C.A. 5th); Fidelity & Columbia T. 
Co. v. Commissioner, 90 F. 2d 219, 223 (C.C.A. 6th), cer¬ 
tiorari denied, 302 U. S. 723, rehearing denied, 302 TJ. S. 
776; Edmonds v. Commissioner, 90 F. 2d 14 (C.C.A. 9th), 
certiorari denied, 302 U. S. 713; Fides, A. G. v. Commis¬ 
sioner, 137 F. 2d 731 (C.C.A. 4th), certiorari denied, 320 
U. S. 797, rehearing denied, 320 U. S. 816; O’Sullivan Rub¬ 
ber Co. v. Commissioner, 120 F. 2d 845 (C.C.A. 2d); R. Simp¬ 
son <& Co. v. Commissioner, 44 B.T.A. 498, affirmed per 
curiam, 128 F. 2d 742 (C.C.A. 2d), certiorari denied, 317 
U. S. 677, motion for rehearing granted and order denying 
certiorari vacated, 319 U. S. 778, dismissed for want of 
jurisdiction, 321 U. S. 225, rehearing denied, 321 U. S. 804; 
cf. the reversed situation in Blenheim Co. v. Commissioner, 
42 B.T.A. 1248, affirmed, 125 F. 2d 906 (C.C.A. 4th), where 
the court upheld the imposition of the delinquency penalty 
where the taxpayer filed a personal holding company return 
(Form 1120-H) but failed to file an income tax return on 
Form 1120. To thg same effect, where the evidence was 
insufficient to show reasonable cause, see Cedarburg 
Cawning Co. v. Commissioner, 149 F. 2d 526 (C.C.A. 7th); 
and Southeastern Finance Co. v. Commissioner, 153 F. 2d 
205 (C.C.A. 5th), 

It has been held repeatedly that a taxpayer’s ignorance 
of the necessity of filing tax returns is not reasonable cause 
within the meaning of Section 291, and will not prevent the 
imposition of the penalty prescribed therein. Paymer v. 
Commissioner, 150 F. 2d 334 (C.C.A. 2d); Cedarburg Can¬ 
ning Co. v. Commissioner, supra; R. Simpson <& Co. v. Com¬ 
missioner, supra; West Side Temits Club v. Commissioner, 
111 F. 2d 6 (C.C.A. 2d), certiorari denied, 311 U. S. 674; 

meaning of the pertinent statute, without giving a full disclosure 
of the relevant facts, such as stock ownership, etc., the court held 
that the imposition of the delinquency penalty was mandatory. 
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Sabatini v. Commissioner, 98 F. 2d 753 (C.C.A. 2d); Girard 
Inv. Co. v. Commissioner, 122 F. 2d 843 (C.C.A. 3d), certi¬ 
orari denied, 314 U. S. 699; Credit Bureau of Greater N. Y. 
v. Commissioner, 162 F. 2d 7 (C.C.A. 2d); Southeastern 
Finance Co. v. Commissioner, supra; Fides, A. G. v. Com¬ 
missioner, supra. Mere belief that one is not required to 
file a return is not sufficient to discharge the penalty. West 
Side Tennis Club v. Commissioner, supra; Southeastern 
Finance Co. v. Commissioner, supra. Moreover, where the 
surrounding circumstances have a tendency to cast doubt 
and suspicion on the taxpayer, as here, belief or mere ig¬ 
norance is not sufficient to constitute reasonable cause. 
0. 818, 1 Cum. Bull. 247 (1919). 

Orient Investment & Finance Co. v. Commissioner, 166 F. 
2d 601, decided by this Court on February 2, 1948, relied 
upon by the taxpayer (Br. 20-21), is distinguishable. There 
the two corporate taxpayers answered “No” to the question 
on their income tax returns as to whether they were per¬ 
sonal holding companies; their licensed and experienced ac¬ 
countants, who had access to all their books and records, 
never advised or brought to the attention of the corpora¬ 
tions’ president (a man of little learning) or other officers 
that personal holding company returns should have been 
filed; the officers themselves had no knowledge thereof or of 
any of the other requirements of the tax laws, leaving such 
matters entirely to their accountants and believing that 
they had done all things required under the law; and the 
first time such officers ever heard of the requirement of 
filing such returns was when they were apprised thereof by 
an examining revenue agent, another agent who had ex¬ 
amined the taxpayers’ books for a previous taxable year 
having made no mention thereof to the two corporate tax¬ 
payers. These facts were held by this Court to constitute 
reasonable cause for not having filed the proper returns. 

In the present case, no such circumstances or considera¬ 
tions appear. Here there is no showing that the taxpayer’s 
officers were not informed and advised of such matters or 
that the taxpayer did not have at all times the benefit of 
ample legal advice in respect of tax matters from learned 
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counsel, the record indicating that it did. (R. 5a, 12a, 38a.) 
Further, no revenue agent is shown to have failed, upon 
examination of the taxpayer’s books and records, to suggest 
the existence of the personal holding company status of the 
taxpayer. Under the circumstances here it cannot be said 
that the taxpayer was “lulled into believing that everything 
was in order”, as this Court stated the taxpayers were in 
the Orient Investment & Finance Co. case, supra, p. 603. 
Accordingly, in the absence of a showing of reasonable 
cause, based on ordinary business care and prudence, and 
without attempting “to penalize frank difference of opinion 
or innocent errors made” ( Spies v. United States, 317 U. S. 
492, 496), the taxpayer is clearly liable for the delinquency 
penalty by reason of such failure to file or to show reasonable 
cause therefor. This conclusion is not inconsistent with that 
reached by this Court under the different facts in the 
Orient Investment & Finance Co. case, or by the Third 
Circuit in Hatfried, Inc. v. Commissioner, 162 F. 2d 628, 
analogized by this Court in the former case. Nor is it in 
conflict with Spies v. United States, supra, on which the tax¬ 
payer relies (Br. 21), for that case does not indicate that 
“innocent errors” are always recognizable as reasonable 
cause but rather refers to innocent errors made despite the 
exercise of reasonable care, as the quotation from the deci¬ 
sion in the taxpayer’s brief (p. 21) shows. 

The taxpayer also relies (Br. 22) on such cases as Econ¬ 
omy Savings & Loom Co. v. Commissioner, 158 F. 2d 472 
(C.C.A. 6th), and Commissioner v. Clarion Oil Co., 148 F. 
2d 671, 80 App. D. C. 41, certiorari denied, 325 U. S. 881. 
Those cases are also distinguishable. In the former, the 
court held that the evidence of the total lack of decision of 
what constituted the taxpayer’s taxable year, as distin¬ 
guished from its lesser taxable period within the taxable 
year, was a matter of so much concern and not free from 
ambiguity as to show conclusively that the taxpayer was 
not guilty of willful neglect in failing to file its excess profits 
tax return, and just as conclusively that the taxpayer did 
have actual reasonable cause for failure to make the return, 
believing that the excess profits tax return was not re- 
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quired, which belief was founded upon reasonable grounds. 
Needless to say, that is not the situation here. 

In the Clarion Oil case, supra, this Court held in respect of 
the taxpayer’s liability for the 25% penalty for failure to 
file a personal holding company tax return that there was 
substantial reason for its belief that it was not a personal 
holding company. The stated reason was that there was 
serious dispute as to whether a certain item of income 
(bonus payment) would be considered personal holding 
company income (that is, rent or royalty), the Tax Court 
having held that it was neither rent nor royalty, or 
whether the taxpayer would be classified as a personal 
holding company. Consequently, the question being one of 
fact and not having been considered by the Tax Court, this 
Court remanded the case to the Tax Court for determination 
of that point. Neither does that situation appear herein. 

CONCLUSION 

The decision of the Tax Court in respect of both points 
is correct, and therefore should be affirmed upon review 
by this Court. 

Respectfully submitted, 

Theron Lamar Caudle, 
Assistant Attorney General. 

George A. Stinson, 

Ellis N. Slack, 
i A. F. Prescott, 

! S. Dee Hanson, 

Special Assistants to the Attorney General . 

September, 1948 
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APPENDIX 

Internal Revenue Code: 

Sec. 104. Banks and Trust Companies. 

(a) Definition .—As used in this section the term 
4 ‘bank” means a bank or trust company incorporated 
and doing business under the laws of the United States 
(including laws relating to the District of Columbia), 
of any State, or of any Territory, a substantial part of 
the business of which consists of receiving deposits 
and making loans and discounts, or of exercising 
fiduciary powers similar to those permitted to national 
banks under section 11 (k) of the Federal Reserve Act, 
38 Stat. 262 (U.S.C., Title 12, Sec. 248k), as amended, 
and which is subject by law to supervision and examina¬ 
tion by; State, Territorial or Federal authority having 
supervision over banking institutions. 

• • • • 

(26 U.S.C. 1946 ed., Sec. 104.) 

Sec. 291. Failure to File Return. 

In case of any failure to make and file return required 
by this chapter, within the time prescribed by law or 
prescribed by the Commissioner in pursuance of law, 
unless it is shown that such failure is due to reasonable 
cause and not due to willful neglect, there shall be 
added to the tax: 5 per centum if the failure is for not 
more than thirty days with an additional 5 per centum 
for each additional thirty days or fraction thereof dur¬ 
ing which such failure continues, not exceeding 25 per 
centum in the aggregate. The amount so added to any 
tax shall be collected at the same time and in the same 
manner and as a part of the tax unless the tax has been 
paid before the discovery of the neglect, in which case 
the amount so added shall be collected in the same man¬ 
ner as the tax. The amount added to the tax under this 
section shall be in lieu of the 25 per centum addition 
to the tax provided in section 3612 (d)(1). (26 U.S.C. 
1946 ed., Sec. 291.) 

Sec. 500 [As amended by Sec. 110 (a) of the Revenue 
Act of 1941, c. 412, 55 Stat. 687]. Surtax on Per¬ 
sonal Holding Companies. 

There shall be levied, collected, and paid, for each 
taxable year beginning after December 31, 1938, upon 
the undistributed subchapter A net income of every 
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personal holding company (in addition to the taxes 
imposed by chapter 1) a surtax equal to the sum of the 
following: 

(1) 71% per centum of the amount thereof not in 
excess of $2,000; plus 

(2) 82% per centum of the amount thereof in ex¬ 
cess of $2,000. 

(26 U.S.C. 1946 ed., Sec. 500.) 

Sec. 501. Definition of Personal Holding Company. 

(a) General Rule. —For the purposes of this sub¬ 
chapter and chapter 1, the term “personal holding com¬ 
pany’ ’ means any corporation if— 

(1) Gross income requirement. —At least 80 per 
centum of its gross income for the taxable year is 
personal holding company income as defined in sec¬ 
tion 502; but if the corporation is a personal holding 
company with respect to any taxable year beginning 
after December 31, 1936, then, for each subsequent 
taxable year, the minimum percentage shall be 70 
per centum in lieu of 80 per centum, until a taxable 
year during the whole of the last half of which the 
stock ownership required by paragraph (2) does not 
exist, or until the expiration of three consecutive tax¬ 
able years in each of which less than 70 per centum of 
the gross income is personal holding company in¬ 
come; and 

(2) Stock ownership requirement. —At any time 
during the last half of the taxable year more than 
50 per centum in value of its outstanding stock is 
owned, directly or indirectly by or for not more than 
five individuals. 

(b) Exceptions. —The term “personal holding com¬ 
pany” does not include a corporation exempt from 
taxation under section 101, a bank as defined in sec¬ 
tion 104 • # \ 


• • • • 


(26 U.S.C. 1946 ed., See. 501.) 
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Sec. 502. Personal Holding Company Income. 

For the purposes of this subchapter the term “per¬ 
sonal holding company income” means the portion of 
the gross income which consists of: 

(a) Dividends, interest (other than interest consti¬ 
tuting rent as defined in subsection (g)), royalties 
(other than mineral, oil, or gas royalties), annuities. 

(b) Stock and Securities Transactions. —Except in 
the case of regular dealers in stock or securities, gains 
from the sale or exchange of stock or securities. 

# • • # 

% 

(26 U.S.C. 1946 ed., Sec. 502.) 

Sec. 503. Stock Ownership. 

(a) Constructive Ownership. —For the purpose of 
determining whether a corporation is a personal hold¬ 
ing company, insofar as such determination is based 
on stock ownership under section 501 (a) (2), section 
502 (e), or section 502 (f)— 

(1) Stock not owned by individual. —Stock owned, 
directly or indirectly, by or for a corporation, 
partnership, estate, or trust shall be considered as 
being owned proportionately by its shareholders, 
partners, or beneficiaries. 

(2) Family and partnership ownership. —An in¬ 
dividual shall be considered as owning the stock 
owned, directly or indirectly, by or for his family or 
by or for his partner. For the purposes of this 
paragraph the family of an individual includes only 
his brothers and sisters, (whether by the whole or half 
blood), spouse, ancestors, and lineal descendants. 

• • • • 

(26 U.S.C. 1946 ed., Sec. 503.) 

Federal Reserve Act of December 23, 1913, c. 6, 38 Stat. 
251: 

Sec. 11. The Federal Reserve Board shall be au¬ 
thorized and empowered: 

• • • • 

(k) [As amended and reenacted by Sec. 2 of the 
Act of September 26,1918, c. 177, 40 Stat. 967, 968, 969] 
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To grant by special permit to national banks applying 
therefor, when not in contravention of State or local 
lhw, the right to act as trustee, executor, administrator, 
registrar of stocks and bonds, guardian of estates, as¬ 
signee, receiver, committee of estates of lunatics, or 
in any other fiduciary capacity in which State banks, 
trust companies, or other corporations which come into 
competition with national banks are permitted to act 
• under the laws of the State in which the national bank 
is located. 


• • • * 

In passing upon applications for permission to ex¬ 
ercise the powers enumerated in this subsection, the 
Federal Reserve Board may take into consideration 
the amount of capital and surplus of the applying bank, 
whether or not such capital and surplus is sufficient 
under the circumstances of the case, the needs of the 
community to be served, and any other facts and cir¬ 
cumstances that seem to it proper, and may grant or 
'refuse the application accordingly: * * *. 

• • • • 


(12 U.S.C. 1946 ed., Sec. 248.) 

Treasury Regulations 103, promulgated under the In¬ 
ternal Revenue Code: 

Sec. 19.291-1 [As amended by T. D. 5058,1941-2 Cum. 
Bull. 156]. Addition to the tax in case of failure to file 
return .—In case of failure to make and file a return 
required by chapter 1 within the prescribed time, a 
certain per cent of the amount of the tax is added to 
the tax unless failure to file the return within the 
prescribed time is shown to the satisfaction of the 
Commissioner to be due to reasonable cause and not to 
willful neglect. The amount to be added to the tax is 
5 percent if the failure is for not more than 30 days, 
with an additional 5 percent for each additional 30 days 
or fraction thereof during which failure continues, not 
to exceed 25 percent in the aggregate. 

A taxpayer who wishes to avoid the addition to the 
tax for delinquency must make an affirmative showing 
of all facts alleged as a reasonable cause for failure 
to file the return on time in the form of an affidavit 
which should be filed with the collector, who, unless 
i otherwise directed by the Commissioner, will forward 
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the affidavit to the Commissioner, and, if the Commis¬ 
sioner determines that the delinquency was due to a 
reasonable cause, and not to willful neglect, the addi¬ 
tion to the tax will not be assessed. If the taxpayer 
exercised ordinary business care and prudence and 
was nevertheless unable to file the return within the 
prescribed time, then the delay is due to a reasonable 
cause. 

If the addition to the tax for delinquency in filing the 
return has been added, the amount so added shall be 
collected in the same manner as the tax. 

• • • • 

Sec. 19.502-1. Personal holding company income .— 
The term “personal holding company income” means 
the portion of the gross income which consists of the 
following: 

• • • • 

(5) Gains from the sale or eoccha/nge of stock or 
securities. —The term “gains from the sale or exchange 
of stock or securities’ * as used in section 502 (b) applies 
to all gains * * * from the sale or exchange of stock 
or securities includible in gross income. The term 
“stock or securities” as used in section 502 (b) in¬ 
cludes shares or certificates of stock, or • * • bonds, 
debentures, certificates of indebtedness, notes, car trust 
certificates, bills of exchange, obligations issued by or 
on behalf of a Government, State, Territory, or political 
subdivision thereof. * • • 

• • • # 
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Striteit States QInurt at Appeals 

For the District of Columbia 


Palm Beach Trust Company, 

Petitioner. 
v. 

Commissioner of Internal Revenue, 

Respondent. 

REPLY BRIEF OF PETITIONER 
Preliminary Statement. 

The respondent in his brief argues that the petitioner 
fails to qualify under Code section 104(a) as a trust com¬ 
pany (such as is specifically excluded by Code section 
501(b) from personal holding company classification) for 
the reasons (1) that the petitioner’s fiduciary activities of 
acting as trustee were not undertaken for the public gen¬ 
erally but for the benefit only of the families of two of the 
petitioner’s principal officers and stockholders, and lacked 
diversification, (2) that the petitioner performed its fidu¬ 
ciary activities gratuitously, and (3) that the petitioner 
operated under the cloak of a trust company in order to 
avoid personal holding company surtaxes. All of these 
reasons, as the dissenting opinion of Judge Johnson of 
the Tax Court points out, “impute to the quoted sections 
[Code sections 104(a) and 501(b)] limitations [upon what 
constitutes a trust company] which Congress did not enact 
and which a court may not judicially add.” (App. 24a, 
25a.) Furthermore, reasons (2) and (3), supra , are 
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wholly without factual support in the record. While the 
respondent’s brief fails utterly in answering the case made 
in the petitioner’s original brief for qualification as a trust 
company within the scope of Code section 104(a) and for 
exclusion on that account from personal holding company 
classification, some additional observations upon the un¬ 
soundness of the respondent’s reasons for disqualifying* 
petitioner as a trust company may prove helpful. 

Argument. 

By virtue of Code section 501(b), a personal holding 
company does not include a bank, as defined in Code sec¬ 
tion 104(a). Eliminating the aspects of the statutory 
definition not here material, a bank is defined in Code sec¬ 
tion 104(a) to mean either: 

A. A bank (i) incorporated and doing business 
under the laws of any State, (ii) a substantial part 
of the business of which consists of receiving de¬ 
posits and making loans and discounts, (iii) which 
is subject by law to supervision and examination by 
State authority having supervision over banking 
institutions, or 

B. A trust company (i) incorporated and doing 
business under the laws of any State, (ii) a sub¬ 
stantial part of the business of which consists of 
exercising fiduciary powers similar to those per¬ 
mitted to national banks under section 11 (k) of the 
Federal Reserve Act, as amended, (iii) which is sub¬ 
ject by law to supervision and examination by State 
authority having supervision over banking insti¬ 
tutions. 
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The fact that the Internal Revenue Code in sections 
104(a) and 501(b) uses the general term ‘ 4 bank’’ to in¬ 
clude a trust company as well as a bank, and then in section 
104(a) intermingles the special Code requirements of a 
bank with those of a trust company has obviously confused 
the respondent and the Tax Court in their consideration 
of the instant case. To guard against further possibility 
of confusion, the clearest and most precise way to state the 
basic issue here involved is: Was the petitioner during 
1941 a trust company as defined in Code section 104(a) ? 

The respondent and the Tax Court concede, first, that 
the petitioner was incorporated in 1929 as a trust company 
under the laws of Florida and was invested generally by 
those laws with the rights, powers, and privileges of a 
trust company (requirement B(i), supra), and, second, that 
during 1941 the petitioner was subject by law to super¬ 
vision and examination by the banking authorities of 
Florida (requirement B(iii), supra). (App. 13a, 14a, 20a; 
Resp. Br. 2, 4, 8.) Accordingly, there is left for considera¬ 
tion only the question whether during 1941 the final statu¬ 
tory requirement was met, i.e., that a substantial part of 
the business of the petitioner consisted of “exercising 
fiduciary powers similar to those permitted to national 
banks” (requirement B(ii), supra). 

A Trust Company Need Not Undertake Fiduciary 
Activities For The Public Generally. 

The respondent avers, and the Tax Court held, that, 
since the petitioner’s activities in the fiduciary field during 
1941 consisted of acting as trustee (of 15 mortgages on 
Florida real estate totaling $300,000, upon which 50 collec¬ 
tions aggregating $90,000 were made and paid out) not for 
the public generally, but for the benefit only of the families 
of two of the petitioner’s principal officers and stock- 
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holders, such restricted activities did not constitute a sub¬ 
stantial part of its business. (App. 21a; Resp. Br. 6, 9, 
11.) This is manifestly a complete non sequitur and a clear 
error of law. The fact is, as the record demonstrates, that 
the petitioner engaged in no activities except those above 
referred to (other, of course, than incidentally collecting 
interest and dividends on, and making some protective 
sales of, securities representing its capital and surplus), 
and hence the petitioner’s fiduciary activities constituted 
not only a substantial part of its business but all of its 
business. (App. 15a, 30a; Resp. Br. 10, footnote 4.) This 
conclusion, based on logic and common sense as contrasted 
to the non sequitur indulged in by the respondent and the 
Tax Court, finds support in the record from at least two 
further angles: 

! 1. It is well established that the test of whether a cor¬ 
poration is engaged in business is whether it is performing 
the functions for which it was organized. Edwards v. 
Chile Copper Co., 270 IT. S. 452 (1926). By that test 
the petitioner was unquestionably engaged in the busi¬ 
ness of performing its fiduciary activities as a trustee. 
Furthermore, by asserting against the petitioner over the 
years capital stock taxes and their companion taxes, de¬ 
clared value excess-profits taxes (which would be payable 
only if the petitioner was engaged in business), the respond¬ 
ent has repeatedly indicated his agreement in that test. 
(App. 32a, Exh. 1-A, line 44 on page 1 and lines 1-8 on 
page 2.) 

2. The petitioner under date of September 22, 1930, 
received a certificate of authority from the Comptroller 
of Florida “to commence the business of a trust company,” 
not including a general banking business or any trust 
business for persons other than stockholders of the com - 
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pany. (App. 13a, 14a.) Thus, it is manifest that the 
banking authorities of Florida had no doubt on the proposi¬ 
tion that acting as trustee exclusively for stockholders 
constituted carrying on trust company business under 
Florida law. The category of those for whom the peti¬ 
tioner could do a trust company business (expressly ex¬ 
cluding, however, insurance or a general banking business) 
was broadened by an amended certificate of authority 
granted by the Comptroller of Florida under date of March 
2, 1937, so as to remove the restriction limiting its trust 
business solely to stockholders. (App. 14a, 28a.) It was 
under this amended certificate that the petitioner was en¬ 
abled to carry on its trust company business during 1941 
with members of the families of its stockholders as well 
as with its stockholders. 

As those familiar with its legislative history know and 
as unbiased consideration of the matter will convincingly 
indicate, the purpose of Congress in including in Code 
section 104(a) and its predecessor sections* the require¬ 
ments that a substantial part of the business of a bank 
must consist of receiving deposits and making loans and 


* Section 351 of the Revenue Act of 1934 (c. 277, section 351, 48 Stat. 751; 
26 U. S. C. A., Internal Revenue Acts, p. 757), which first imposed a special 
surtax on personal holding companies, excludes from personal holding com¬ 
pany classification “ a bank or trust company incorporated under the laws of 
the United States or of any State or Territory, a substantial part of whose 
business is the receipt of deposits * * 

In the Revenue Act of 1936 (c. 690, section 104, 49 Stat. 1677 ; 26 U. S. 
C A., Internal Revenue Acts, p. 854), this provision was expanded and incor¬ 
porated in section 104(a), so as to read: 

“(a) Definition. —As used in this section the term ‘bank' means a 
bank or trust company incorporated and doing business under the laws 
of the United States (including laws relating to the District of Colum¬ 
bia), of any State, or of any Territory, a substantial part of the busi¬ 
ness of which consists of receiving deposits and making loans and 
discounts, or of exercising fiduciary powers similar to those permitted 
to national banks under section ll(k) of the Federal Reserve Act, as 
amended, and which is’ subject by law to supervision and examination 
by State or Federal authority having supervision over banking institu¬ 
tions.” (Italics supplied.) 
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discounts, and that a substantial part of the business of 
a trust company must consist of exercising fiduciary 
powers similar to those permitted to national banks, was 
to assure that banks and trust companies (deriving their 
powers from various special statutes of the numerous 
States and Territories, as to which statutes the Federal 
Government had no say) would not be enabled, solely by 
virtue of the nomenclature of those statutes and based upon 
some nominal banking or trust company function under¬ 
taken, to engage in businesses largely extraneous to the 
banking or trust company business, and yet be entitled to 
be treated as legitimate banks and trust companies for 
Federal tax purposes. Congress wisely legislated against 
that obvious possibility by requiring in the predecessor 
sections of Code section 104(a) that a substantial part 
of the business of a bank or trust company, recognized 
as such for Federal tax purposes, must be banking or 
trust company business as ordinarily understood. There¬ 
fore, if, upon consideration of all of the multifarious activ¬ 
ities of a corporation claiming to be a bank or trust com¬ 
pany under Code section 104(a), it appears that a sub¬ 
stantial part of its activities does not fall within the usual 
concept of banking or trust company business, the cor¬ 
poration is not entitled to classification as a bank or trust 
company. Congress was liberal in providing for such cases, 
since it did not require that the banking or trust company 
business engaged in must predominate, but merely that 
it must be substantial. Thus it allowed considerable lee¬ 
way for banks and trust companies to engage in various 
extraneous activities. The petitioner, however, has never 
asserted this right in any degree. 

Trust company business means what the term com¬ 
monly implies, i. e., acting as trustee or in any other fidu¬ 
ciary capacity in which trust companies generally act. To 
maintain, however, as the respondent does, that a trust 
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company must engage in all of the possible diversified, 
variegated activities permissible to trust companies before 
it will be considered to be a trust company, is as unreason¬ 
able as saying that a lawyer will not be considered to be 
a lawyer unless He engages simultaneously in all branches 
of law. (Resp. Br. 6, 13.) 

Section 104(a) of the Revenue Act of 1936 (c. 690, 
section 104, 49 Stat. 1677; 26 U.S.C.A., Internal Revenue 
Acts, p. 854) was the first revenue statute to provide as a 
special requirement to trust company classification that a 
substantial part of a trust company’s business must con¬ 
sist of exercising fiduciary powers similar to those per¬ 
mitted to national banks under section 11 (k) of the Fed¬ 
eral Reserve Act, as amended. Section 11 (k) grants to 
national banks, when not in contravention of State or local 
law, the right to act as trustee, executor, administrator, 
registrar of stocks and bonds, guardian of estates, assignee, 
receiver, committee of estates of lunatics, or in any other 
fiduciary capacity in which trust companies or other cor¬ 
porations which come into competition with national banks 
are permitted to act under State laws. The respondent 
concludes by reason of this lengthy enumeration of fidu¬ 
ciary activities that a trust company, to be recognized as 
such for Federal tax purposes, must engage in the whole 
gamut of specified activities. This is a patently erroneous 
conclusion. TEe enumeration of fiduciary activities in 
section 11 (k) is in the disjunctive and not in the con¬ 
junctive, closing with the language “or in any other fidu¬ 
ciary capacity.” In passing upon applications of national 
banks to exercise the powers enumerated in section 11 (k), 
the Federal Reserve Board is by that section given the 
right to take into consideration the amount of capital and 
surplus of the applying bank, whether or not such capital 
and surplus is sufficient under the circumstances of the 
case, the needs of the community to be served, and any 
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other facts and circumstances that seem proper. In other 
words, the Federal Reserve Board may refuse permission 
to a national bank to carry on fiduciary activities in a 
State, if it decides that the needs of the local community 
will not be served by granting such permission. This 
authority granted to the Federal Reserve Board by sec¬ 
tion 11 (k) does not affect in any way a trust company 
organized under State law or the requirements for qualifi¬ 
cation under Code section 104(a). When Florida trust 
companies are involved, it is the Comptroller of Florida 
who decides whether trust business can be done and the 
scope thereof, and, as has already been pointed out, in 
1930 he granted the petitioner a certificate of authority 
prohibiting the acceptance of trust business except from 
the stockholders of the petitioner. 

Whether Code section 104(a) is construed literally or 
in the light of its legislative history, the petitioner’s quali¬ 
fication thereunder as a trust company cannot be validly 
questioned. Its only business activity was that of a trust 
company, i. e., acting as trustee of various mortgages on 
Florida real estate, a fiduciary activity permitted to na¬ 
tional banks under section ll'(k) of the Federal Reserve 
Act, as amended. (App. 20a, 21a, 29a-31a.) It engaged 
in no extraneous activities whatever. (Resp. Br. 10, foot¬ 
note 4.) The logical way to determine whether a sub¬ 
stantial part of the petitioner’s business consisted of exer¬ 
cising fiduciary powers is first to consider all of its activ¬ 
ities, and then to separate the activities which consisted of 
exercising fiduciary powers from the remainder of the 
activities. This approach to the problem demonstrates 
that all of the petitioner’s business (and that includes a 
substantial part with something to spare) consisted of 
exercising fiduciary powers similar to those permitted to 
national banks. Nevertheless, by some amazing logic the 
respondent and the Tax Court have concluded that the 
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petitioner’s fiduciary activities in 1941 did not constitute 
a substantial part of its business, at the same time con¬ 
ceding that the petitioner did not engage in a single activ¬ 
ity not typical of ordinary trust company business. (App. 
21a; Resp. Br. 6, 9, 12, 13.) 

As to the petitioner’s business activities, the respond¬ 
ent in his brief says: 1 ‘its [the taxpayer’s] business activi¬ 
ties in the fiduciary field applied only to some of the lineal 
descendants of its two principal officers and stockholders 
* • *” (p. 6); “The taxpayer’s business was merely an 
arrangement for the convenience and benefit of some mem¬ 
bers of the families of two of its principal officers and 
stockholders * * •” (p. 6); “The taxpayer’s business 
activities in the fiduciary field applied only to some of the 
lineal descendants of its two principal officers and stock¬ 
holders • * * to the end that its very circumscribed and 
delimited private fiduciary activities and conduct in its 
mortgage operations could not properly be considered or 
construed as ‘a substantial part of the business’ ” (p. 9); 
“other than the limited amount of *family’ business it con¬ 
ducted as a fiduciary (R. 15a-16a), it ‘engaged in no ex¬ 
traneous activities’ ” (p. 10, footnote 4); “The taxpayer’s 
actual operation of its business activities is controlling, and 
the facts here fail to show that it was carrying on the 
business of a trust company with the public generally” 
(p. 12); and “The taxpayer’s fiduciary business was ap¬ 
parently merely an arrangement for the convenience and 
benefit of members of the families of only two of its prin¬ 
cipal stockholders and officers instead of for the public 
generally as in the case of a real trust company” (p. 13). 
(Italics supplied.) It is apparent from an examination of 
the above excerpts from the respondent’s brief that he con¬ 
cedes and is fully conscious of the fact that the petitioner 
carried on a trust company business for the benefit of the 
families of its stockholders, and that the petitioner carried 
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on no other business. But by what process of reasoning 
the respondent reaches the conclusion that a substantial 
part of the petitioner’s business did not consist of exercis¬ 
ing fiduciary powers is incomprehensible, to say the least. 
In any event, such conclusion is patently erroneous as a 
matter of law. 

The Petitioner Did Not Perform Its Fiduciary Services 

Gratuitously. 

The respondent persists throughout his brief in wholly 
unwarranted statements to the effect that the petitioner 
acted gratuitously, and that it performed services without 
charge, etc. (Resp. Br. 6, 9, 11, 14.) These statements 
are based wholly upon the fortuitous and perfectly normal 
circumstance that during 1941 the petitioner “rendered 
no bill and received no income for these [fiduciary] serv¬ 
ices.” (App. 15a.) The reasonable value for such services 
rendered in 1941 was approximately $2,250, the collect¬ 
ibility of which was beyond doubt. (Pet. Br. 16.) It was 
certainly not at all unusual that the petitioner did not 
render a bill for its 1941 services prior to the close of the 
year, it being a matter of general knowledge that trustees 
generally defer billing for, and collecting, compensation 
for services until long after their rendition. It is to be 
noted that under Florida law trustees’ compensation is 
allowable upon equitable principles, even in the absence of 
specific provisions therefor in the trust agreements. (Pet. 
Br. 17.) The instant case, however, is an a, fortiori case, 
since the trust instruments themselves stipulated for 
reasonable trustee’s fees. (App. 21a, footnote 2; Resp. 
Br. 11, footnote 8.) On the record the Tax Court of neces¬ 
sity refrained from making a finding that the petitioner 
rendered services gratuitously. The statements in the re¬ 
spondent’s brief to the contrary are entirely unwarranted. 
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The Petitioner Was Not Operated Under The Cloak Of A 
Trust Company In Order To Avoid Personal Holding 
Company Surtaxes. 

The respondent charges that the petitioner’s business 
was “apparently carried on under the cloak of a trust 
company in order to avoid personal holding company sur¬ 
taxes.” (Resp. Br. 6,13.) Nothing could be further from 
the truth, for there is not one scintilla of evidence to sup¬ 
port that charge, as the record conclusively demonstrates. 
The petitioner was incorporated in Florida in 1929 to carry 
on a limited trust company business in that State with a 
capital of $100,000 and a paid-in surplus of $50,000. Both 
amounts were the minimum permitted by Florida law. 
Florida Statutes Annotated, Title 36, section 655.01. Not 
only was no more capital or paid-in surplus invested 
by the petitioner’s stockholders than was necessary to 
comply with the State law, but also neither the petitioner’s 
capital nor its paid-in surplus has ever been increased. 
App. 32a, Exh. 1-A, lines 14-15 of Schedule L on page 4.) 
The personal holding company surtax was first imposed in 
1934 by section 351 of the Revenue Act of 1934. Mani¬ 
festly, therefore, the organization of the petitioner in 1929 
was not motivated in any respect by personal holding 
company surtax considerations. In the face of this record 
to claim that the petitioner operated under the cloak of 
a trust company in order to avoid personal holding com¬ 
pany surtaxes is preposterous. That the respondent senses 
the unfairness of the charge no doubt accounts for the 
use by him of the word “apparently” in prefacing the 
charge in each instance. 

Fallacious Reasoning Of The Respondent 
And The Tax Court. 

Both the respondent and the Tax Court have fallen into 
gross error in their attempt to show by legislative history 
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why Congress excluded banks and trust companies from 
personal holding company classification. They say (Resp. 
Br. 13, App. 22a) that the Congressional reason for the ex¬ 
clusion was to enable banks and trust companies to build up 
surplus reserves out of earnings for the safety and pro¬ 
tection of their depositors as a matter of wise public policy, 
whereas no such public purpose would be served in the 
instant case. It is obvious that both the respondent and the 
Tax Court have completely overlooked the distinction be¬ 
tween a bank and a trust company. Whether or not the 
reason of Congress for excluding banks engaged in receiv¬ 
ing deposits and making loans and discounts from personal 
holding company classification was to enable them to build 
up a surplus for the protection of depositors, certainly 
beyond any question of a doubt such was not the reason 
of Congress for excluding from personal holding company 
classification trust companies not engaged in receiving de¬ 
posits but rather in the exercising of fiduciary powers simi¬ 
lar to those permitted to national banks. It may well be 
that in the last analysis the Tax Court’s confusion on this 
point accounts for its refusing to hold that the petitioner 
was a trust company excluded from personal holding com¬ 
pany classification, since significantly it closes its discus¬ 
sion of the issue involved with the remark: “No such public 
purpose [of permitting the surplus of banks to be built up 
for the protection of depositors] is present on these facts, 
and the conclusion seems to be required that petitioner, not 
being a bank within the meaning of the defining section, 
was during the period in issue a personal holding com¬ 
pany.” (App. 22a.) 

The respondent says that the petitioner is asserting 
an exemption from tax and hence must show that it comes 
literally within the specific terms of the exempting statute. 
(Resp. Br. 9.) This is a mistaken concept, since the per¬ 
sonal holding company surtax (imposed by Code section 
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500) is a tax imposed, in addition to regular Federal income 
taxes, upon certain particular types of corporations which 
do not include banks or trust companies as defined in Code 
section 104. The petitioner as a trust company was never 
subjected to this special punitive tax and hence need not 
assert a special exemption. The principle of tax law here 
applicable is, therefore, not that relating to an exemption 
from tax, but rather the principle referred to in Judge 
Johnson’s dissenting opinion below, i. e., that the Code 
sections imposing a personal holding company surtax, 
being penal in character, should be strictly construed in 
favor of the taxpayer and against the Government. (App. 
24a and cases there cited.) 

The respondent seems to infer that because the peti¬ 
tioner was a family corporation, it must be treated as a 
personal holding company irrespective of the express pro¬ 
visions of the statute. (Resp. Br. 11, 12.) That Congress 
had no intent of including corporations within the personal 
holding company classification just because they were small 
family corporations is strikingly shown by the Senate 
Finance Committee Report on the Revenue Act of 1934, 
the first Act to impose a personal holding company surtax. 
That report, in explaining why the House bill was amended 
by the Senate to exclude small family real estate corpora¬ 
tions from personal holding company classification, states : 

“The House bill includes in the income within 
the 80 per cent clause income from ‘ rents.’ A great 
part of real estate business is done by small family 
corporations. These partake more of the nature of 
operating companies than mere holding companies. 
Your committee is of the opinion that it is unwise 
to include such companies within the category of 
personal holding companies. Therefore, the word 
‘rents’ is omitted from the definition.” (Senate 
Report No. 558, 73d Congress, Second Session; 
1939-1 (Part 2) Cum. Bull. 596-597.) 











14 


The error most often repeated by the respondent’s 
brief in his contention that a trust company must carry 
on business with the public generally or be subjected to 
the punitive personal holding company surtax. That con¬ 
tention is not warranted by the provisions of Code section 
104(a); it disregards the common practice of organizing 
trust companies to operate for restricted classes of cus¬ 
tomers (Pet. Br. 15, 16); and it is not recognized as one 
of the requirements of a trust company by the respond¬ 
ent’s Regulations (Treasury Regulations 111, Sec. 29.104-1). 
It is significant that those same Regulations, in passing 
upon the status of mutual savings banks which are granted 
exemption from all Federal income taxes, should take 
pains to point out that a mutual savings bank need not 
serve the public in general in order to be exempt but may 
confine its business to a designated class of individuals. 
(Treasury Regulations 111, Sec. 29.101 (2)-1.) Unusual 
indeed is the fact that in passing upon the status of a 
trust company which is subject to Federal income taxes, 
but excluded from the classification of corporations subject 
to the punitive personal holding company surtax, the re¬ 
spondent should completely reverse his position and con¬ 
tend that serving the public generally is a sine qua non 
to being recognized as a trust company. 

The Petitioner’s Failure To File A Personal Holding Com¬ 
pany Return For 1941 Was Due To Reasonable Cause 
And Not To Willful Neglect. 

The reasonableness of the petitioner’s failure to file a 
personal holding company return for 1941 is demonstrated 
to the highest degree by the reasons set forth in its original 
brief and in this brief for classification as a trust com¬ 
pany under Code section 104(a). Its classification as such 
was too free from doubt even to suggest the advisability of 
obtaining a formal legal opinion from counsel on the sub- 
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ject. Furthermore, from 1934 until 1941 no question of the 
petitioner’s status as a legitimate trust company was even 
raised by the examining agents. (App. 25a.) The respond¬ 
ent’s assertion of the delinquency penalty is undoubtedly 
due to his position that “the facts show quite plainly that 
the taxpayer was a personal holding company for the 
taxable year.” (Resp. Br. 7.) That position is patently 
untenable and can not stand up. Its fall must carry with 
it every vestige of the delinquency penalty. 

Conclusion 

The Tax Court committed clear error of law in rede¬ 
termining for the calendar year 1941 a personal holding 
company surtax deficiency in the amount of $5,491.57 and a 
delinquency penalty in the amount of $1,372.89. Its deci¬ 
sion, entered January 6,1948, should, therefore, be reversed. 


Respectfully submitted, 


Of Counsel: 
Ibving H. Bull. 


B. H. Babtholow, 
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